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EDITORIAL
Nowadays, when everybody above the 
age of three years or less is setting up 
himself or herself as an economist, the
air is filled with predictions and many tons of news print are 
blackened with prognostications, all intended to inform the world 
when depression will end and what will be the cause of its ending. 
A thousand remedies for the evils that afflict us are proposed 
daily, and even the most credulous are becoming indifferent to the 
words of wisdom which are so copiously outpoured. Some one 
of these nostrums, however, may effect the cure, and it certainly 
does no harm to indulge in an academic consideration of the 
probabilities. We all know the facts, although some of us ex­
aggerate their importance. The truth of the matter seems to be 
that the world is settling down after its period of mourning and is 
beginning to take heart of grace. We have, no doubt, passed the 
worst and are convalescent, although a good many people have 
become hypochrondriac. Like the old lady of the familiar story 
we are beginning to enjoy bad health. It is quite probable that 
there will be a good deal of suffering during the coming winter, 
but it will not be as great nor so wide spread as some of our most 
valetudinarian economists would have us believe; and one of the 
ways to prevent unnecessary emphasis upon sorrow is to stop 
talking about it. In the old days it used to be the custom to go 
to a funeral wearing mourning and stretching the countenance to 
the utmost length of facial ability. We used to sigh and sorrow 
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utterly miserable so as to impress the rest of the world with the 
sincerity of our grief; but lately there has been a change in custom 
and in the wiser circles of mankind funerals no longer call for black 
garbs and the corners of the mouth drawn down. We try to find 
the light which shines, even in the darkness, and to make the most 
of that light. Now if we would carry that policy into our con­
sideration of the death of the late and much lamented prosperity, 
it would be an excellent thing for all of us.
At present when Jones meets Smith at 
the street corner he says, “ It is going to 
be a gloomy and hard winter and I
don’t know how we are going to get through it.” And Smith 
replies, “Oh, yes, it will be a season of suffering.” Now if Jones 
were to say to Smith, “I think I can see an improvement in my 
business. How is it with you?” Smith might reply, “Well, I 
think you are right. There is a little more activity than there 
was.” And then both Smith and Jones would go their respective 
ways feeling better in themselves and carrying to the Robinsons 
and the Browns and all the other citizens of the community a 
spirit of hopefulness and confidence. None of us knows how far 
travels the influence of a casual word, and now, when there is 
plenty of darkness about, we should be more careful than ever 
in the words we speak and write. This sounds something like 
a sermon but it seems to be a much needed word of advice for 
everyone. We are really so incalculably rich that we ought to be 
utterly ashamed of ourselves for bewailing the depression. 
America has gone through a great many periods like the present, 
and it has always come out on the right side; and it does seem 
rather ridiculous to be so downcast at the inevitable repetition. 
The trouble with most of us is that we are either on top of the 
world or the world is resting on our shoulders. A well known 
physician said not long ago that many of his patients knew no 
half measures—if their stock of health was not above par it was 
not worth a tinker’s damn. We are like that as a nation. We are 
rolling in prosperity or groveling in the depths of woe, and we 
change nimbly from one position to the other.
It might do the American people good 
to consider the attitude of the people of 
France. Only three or four years ago







never recover its financial prestige. It was decadent, doomed to 
disaster. But France stuck to its work and the French people stuck 
to their knitting and today France is one of the two greatest financial 
powers in all the world. There is no trick about it. What France 
has done every nation can do to some extent. Now people are say­
ing that what has happened to the English pound indicates the final 
collapse of the British empire; but it does nothing of the sort. The 
departure from the gold standard in Great Britain was unavoid­
able. It was a very fine thing for the English authorities to try to 
meet the issue without loss of pride or primacy, but the fact was 
that there was not enough gold to meet the monetary demand and 
business was so bad that there was not value immediately available 
to take the place of gold. And so, very wisely, the government, 
supported by parliament, abandoned its undertaking to pay so 
many gold ounces for a standard amount in bank notes. That 
does not mean that we may erase the British red from the map of 
the world. The British have a way of muddling through. They 
will not recover as fast as France has done, but they will recover, 
and before long we shall all be wondering what in the world we 
were thinking about when we began to grieve over the untimely 
death of a great empire.
There is one aspect of the departure 
from the gold standard in Great Britain 
and elsewhere which has not been the 
subject of much consideration in the press, but it is of vital in­
terest to every accountant who is engaged in the practice of his 
profession. When the French franc, after a series of gymnastic 
exercises, finally settled down to the value of $3.93 a hundred, and 
when the Italian lira reached a point of stability and the German 
reichmark was fixed on a gold basis, it did really seem as though 
the calculation of foreign exchange had been vastly simplified. 
During the war and the years which succeeded the war the com­
putation of accounts in international trade was one of the most 
vexing problems before the accountant. European exchange 
became only slightly less difficult than the Chinese. With the 
restoration of gold parity the violent fluctuations of the past 
ceased, and it was possible to feel fairly confident that the franc 
today would have the same value tomorrow and the English 
sovereign would be worth exactly the same today and next week. 
Now all that is gone. Already we have seen the English pound
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sterling drop from $4.87 to $3.50 and swing violently up and down 
within that range. The interchange of money and values between 
all European nations and America is affected. Any European 
nation except England could have abandoned the gold standard 
without causing half the difficulty which is now caused. The 
world for many years has regarded London as the financial Green­
wich from which all degrees of monetary longitude are computed. 
The scene of things has shifted and Wall street today takes the 
place of Lombard street, but the world has not learned the 
truth, and nearly everyone still looks to London for a measure of 
value. Consequently, when the pound is no longer what it was 
and no one knows what it may be in the near future, the entire 
financial fabric is shaken. It will be a rather slow process to sub­
stitute the gold dollar for the gold sovereign in international 
exchange. Actually it is done, but the fact is not yet recognized 
everywhere. But even if the action of the British parliament 
were not disconcerting outside the British Isles the question of 
foreign exchange would be complicated nevertheless. Lombard 
street and Wall street are so closely allied that they might almost 
be in the same country, and when Lombard street is sick it inter­
feres with the peace of the whole family. Probably after a month 
or two, it will be possible to form a fairly accurate idea of the 
value of the English pound. It will settle to its point of stability 
at perhaps slightly over $4.00, and when that is done it will 
probably be placed upon a gold standard closely related to the 
actual value. This will mean great loss to people whose property 
is represented by the English pound, but all the European belliger­
ent nations have had to face that sort of thing and those who have 
met it squarely have emerged or are emerging from their troubles. 
England will be no exception and her loss will not be so great per 
capita as was the loss in her neighboring nations. But before the 
time of settling down at a true level the old problems of foreign 
exchange and the keeping of accounts in foreign currency will 
resume its importance and tax the ingenuity and knowledge of 
every accountant.
Accountants in their modern capacity 
as financial advisors are being brought 
face to face with the problem of market
Financial Advice 
Wanted
probabilities. Clients whose finances have survived in part the 
debacle are now concerned to know whether to sell their depreci-
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ated securities or not, and they will probably depend largely upon 
the advice of the accountant in many cases. Let it be supposed 
that a corporation has in its portfolio a block of Australian bonds, 
a few German bonds, some preferred stock of a company which 
has passed its dividends, some important holdings in railways and 
the usual heterogeneous assortment of investments which the 
ordinary corporation accumulates in the course of years of opera­
tion. All these securities have declined sharply and some of them 
are so low in price that they look like bargains to a buyer. What 
counsel is any advisor going to give as to the wisdom or unwisdom 
of selling any one or any group of securities with the market where 
it is? Probably the wise accountant will refuse to give advice, 
but it is not always possible to escape the responsibility which the 
advisory capacity involves, and consequently it may be assumed 
that the accountant will have to give his opinion. He will prob­
ably be wrong, because four-fifths of the opinions which are 
expressed today are worse than valueless. Nobody knows what 
is about to happen. In addition to the problem of sale of secu­
rities, there is, of course, the corollary, the problem of purchase of 
other securities. If the accountant has advised that it would be 
well to sell the German bonds in our supposititious case, how is 
the money to be employed? What is to be bought? And here 
we come upon broad international ground. America is today, 
and perhaps for the next hundred years will be, the financial leader 
of the world. England has tacitly stepped down from preemi­
nence and it seems to be fairly well understood that she does not 
desire to return to her former position. France is immensely 
wealthy but she will not assume the leadership for various reasons; 
and America, whether she will or no, must lead. Consequently it 
becomes of importance to every American concerned even re­




If America is to remain a creditor nation, 
as she must, it will be necessary for vast 
sums of American money to go into
foreign countries and return in the form of payment for American
products—at least some part of it will so return. Is it, then, 
the part of wisdom for American capitalists, both personal and 
corporate, to divert from American industries and other forms of
American investment a portion of the wealth which they have in
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their possession? Speaking broadly and internationally it will 
be an excellent thing if America can come to the aid of a bankrupt 
world. It would be a thousand pities if a policy of small parish­
pump ideas were to prevail. There is, of course, a section of the 
press which howls loudly whenever a dollar leaves the American 
shore. There will always be these jingoes whose protests are 
made solely in the hope of enlisting the support of the unthinking. 
Perhaps they serve a useful purpose as a counterbalance to the 
extremists of the other side; but in a general way it is safe to say 
that America should not shut up her purse when the rest of the 
world is suppliant. That, however, is not to say that American 
money must be squandered to support spendthrift recklessness 
abroad. Every investor should consider these things and reach 
his own conclusion as to the most fruitful and helpful disposition 
of his funds. The risk of many foreign investments at the present 
time is out of proportion to the benefits expected. While the 
continent of Europe is in great part tottering on the edge of 
collapse there is nothing entrancing in the investment of funds 
in the securities of the weak nations or the ventures of their 
nationals. High interest rates are offset by higher jeopardy. 
In time to come it is certain that as stability returns there will be 
attractive demand for American money in foreign markets, and 
it may be expected that there will be sufficient money available 
to render invaluable assistance to the rehabilitation of the world’s 
finance. But every problem has its present as well as its future 
aspect. The question which now arises and demands answer is, 
What is to be done with present funds available for investment?
The Emaciated 
Market
The recent course of the stock market 
has indicated something approaching 
panic fear. A great volume of selling 
has come from foreign investors and the market seems to have had 
no resisting power whatever. Everybody who has sold stock or 
bonds during recent weeks has been influenced to some extent by 
this general terror. Thousands of excuses have been offered for 
the selling, but back of them all stands the spectre of doubt. 
People are so distressed by the rapid decline of security values that 
they are losing their ability to reason calmly, and as a consequence 
the value of many securities has dropped to a point far below any­
thing which has been recorded in the past twenty years. What 
is to be done to take advantage of this distressing situation and 
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how is each one to help toward the recovery of sanity? It will 
certainly not help to sell what one has and put the money away in 
a bank. The present full-fed condition of the savings banks in 
America is an indication of a lack of confidence which is universal. 
People are leaving their money in what they consider the safest 
depository and are awaiting some signal which will indicate that 
at last the bear market is over. There is no such signal and there 
never has been one which people could recognize. On any day 
we may reach the bottom of the market; at any time there may be 
a recovery of substantial proportions; at any time the market 
may drop further. Two or three years from now one of the com­
monest topics of conversation of mart and club will be the won­
derful opportunities for investment which occurred in 1931. Men 
will remember the prices of Steel common or Union Pacific or 
General Electric or a score of other companies’ securities and will 
compare them with the price of that subsequent day and they will 
say, as they have always said at similar periods in the past, “We 
knew that there was offer of profitable investment and we knew 
that America would come back, and yet we did not take advantage 
as we should have done of these unequaled chances. ” There will 
be thousands of men and women saying just that sort of thing.
It is related of a famous leader of finance 
that he attributed his success to the 
fact that he always bought too high and sold too low, by which, of 
course, he meant that he did not attempt to buy at the very 
bottom or to sell at the very top but was content to make a fair 
profit. Now, nobody knows whether the prices of securities today 
are at the low point or not, but it does seem safe to say that if we 
have any confidence whatever in the ability of America to weather 
the storm the time to invest is here. There are many stocks 
which are of no value whatever and the investor must be selective, 
but on the other hand there are stocks in companies long estab­
lished, dealing in articles which meet a common demand, well 
managed and even in these times earning a fair margin of profit, 
and these stocks are selling at prices which seem to have no rela­
tion whatever to intrinsic value. If one invests today in one of 
these select stocks (and of course we are not speaking of margin 
trading, which is always dangerous and should be forbidden) 
and the market goes lower, as it quite well may, there will be no 
cause for consternation, because ultimately every article of barter 
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or sale finds its true level and the securities which today are too 
low will come back to the point where they belong. Further­
more, if these securities have no value it means that the country 
is going to the devil and money in banks will not be safe. Why, 
then, is it not well to invest in what seem to be sound earning 
stocks in well founded companies producing necessaries of life? 
If there could be generated a feeling of assurance that stocks are 
really below their proper levels, it would not be a long step to a 
resumption of buying, and the moment that resumption assumes 
substantial proportions there will be a return of confidence, and 
from confidence we shall go on to a return of activity and thence 
to renewed prosperity. People are saying that there is no reason 
why the market or business should improve, but the history of 
depressions indicates that resumption takes place often without 
any heralding. Business is probably improving slowly, although 
people are reluctant to admit that fact. The stock market seems 
to have reached a condition of absolute debility. There is no 
more fight left in it. When that state is reached it is generally 
a signal that there is no further danger of falling—the fall is com­
plete. Then follows a period of contemplation, when people begin 
to think about the inherent worth of securities rather than their
market prices. We believe that the financial market today is in 
that last stage of decline. If that be true, now is the time to take 
advantage of the market prices to buy and put away the securities 
of chosen companies, whose standing is of the highest, and to do 
everything possible to stimulate the return of normal conditions 
in business, industries and finance. Those calamity howlers who 
are foretelling the downfall of American institutions are merely 
the children of the howlers of 1907 and of all other doleful years.
People who can remember other depressions will recall exactly 
the same sort of foreboding, but it all came to nought and America 
survived and went on to greater heights than ever before. And 
that is what she will do now. Whether the ascent begin now, next 
week or next year, it will begin, and those who are wise today will 
give proof of their confidence by taking advantage of an oppor­
tunity which will not return probably for another score of years
or longer.
Aerial Transgression If the inhabitants of Mars have radio receiving sets sufficiently sensitive to
pick up some of the programmes now broadcast on Earth we can
imagine that the Martians assembled in town meeting, or what-
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ever kind of convention is customary on that planet, must be 
passing resolutions of sympathy for the benighted and mendacious 
people of Earth. They must be saying to themselves, those 
dwellers in Mars, that Earth is an inferior orb in every way and 
its inhabitants are liars above all other sentient beings. Perhaps 
some ancient man of Mars takes the platform and turning on his 
loud speaker invites his auditors to listen to the lying of Earth. 
He could do that at almost any hour of the day and not disappoint 
his hearers. Speaking in the common parlance of Mars he would 
say to the audience, “Let us now hear the comparative merits of 
shovels.” And jumping from station to station in the earthly 
waves he could find a dozen different brands each indisputably 
superior to the other eleven. Perhaps he would prefer to deal with 
the subject of shoes or securities or paint or breakfast foods or 
any one of a score of other commodities, and in each one he could 
reveal to his people the peculiarly fecund falsity of Earth. It does 
seem sad that, in these few years during which we have enjoyed 
the benefits of wireless transmission of sound, so much of this 
priceless gift should have been diverted to base uses. Everybody 
knows that the statements made on a great many programmes are 
utterly untrue, but, like the weather, no one seems to do anything 
about it. A good many of us have firmly resolved in our own 
minds never to buy any one of the articles which are so vehemently 
advertised in a misleading way. Naturally enough the companies 
which are paying for the use of the air expect to bring to the atten­
tion of the public the articles which they have for sale, but it is 
quite possible to describe a product truthfully or even to extol its 
positive merits without endeavoring to defame competitive 
products. Advertising over the air is far less ethical than the 
printed word. In newspaper and similar advertising there has 
been a great reform and the old days of conscienceless lying are 
giving place to a reaching out for truth; but on the air there seems 
to be in many places no attempt to do anything except further 
the sale of the particular article which is produced by the adver­
tiser. The matter is overdone and the effort is probably defeat­
ing its own purpose, but it is distressingly common to listen to the 
imaginings of Ananias and Sapphira.
The advertising which is broadcast in 
Europe, with a few exceptions, is lessEffect of Exaggeration
offensive than the American brand. Lying is not unknown, but 
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it is not the custom. If matters go on as they are going at 
present it will be necessary to have some organization or asso­
ciation to combat many of the contemptible practices of radio 
advertisers. If it were practicable to have a federal department 
of radio broadcasting, it would provide entertainment and educa­
tion for the people, and if all other broadcasting were forbidden 
the result might be satisfactory—but, of course, that is only a 
dream and can not be realized. Therefore, we shall have adver­
tising and the next best thing to do is to prevent its misuse. 
Public sentiment will have its effect and it seems to us that the 
advertisers, themselves, must begin to see the folly of some of 
their work. There are many excellent bits of advertising being 
sent over the air and they should be an example to the unworthy. 
It should be possible to say to the radio audience, “This pro­
gramme is sent you by the ABC Corporation, builders of fast 
flying aeroplanes,” and then permit the music or the speaking or 
the other entertainment to proceed without further reference to 
the corporation. There would be no derogation of competitors 
and there would be no annoying repetition of silly claims to 
superiority. The public would say to itself, “Why, here is a new 
thing—a company which sends us good entertainment and does 
not say that it is the greatest company in the world.” And as a 
result of that, in the minds of the public the prestige and goodwill 
of the ABC Corporation would be enormously enhanced. To 
put the matter in another way it might be said that the conserva­
tive statement of an advertiser always in the long run is more 
effective than flamboyant untruth.
330
Power Cost Accounts
II. GENERATION OF POWER AND OTHER STEAM USES
By John Whitmore
“It is not enough to know that the total cost of power for the 
month is so many dollars, of which so much is fixed charges, so much 
fuel, etc. . . . Individual unit costs should be determined for elec­
tricity, high- and low-pressure steam, refrigeration, compressed air and 
other services. These should be charged to consuming departments 
on the basis of quantities actually used, as determined by meter 
readings.” (Editorial, Power, May 12, 1931.)
The British thermal unit is stated to be the heat required to 
raise the temperature of one pound of water one degree Fahren­
heit, but this is slightly qualified even within the range of tem­
peratures to which it is practically applicable. Throughout the 
scale the heat required to raise the temperature of one pound of 
water one degree Fahrenheit changes gradually. Also it is said 
that “the mean B. t. u. is defined as 1/180 part of the heat re­
quired to raise the temperature of one pound of water from 32° 
to 212°.” Practically the definition first stated above may be 
regarded as actual up to 212° and somewhat beyond that tem­
perature.
The British thermal unit has also its mechanical equivalent, 
which is stated as 778 foot-pounds. The commercial engine­
horse-power is fixed at 33,000 foot-pounds per minute. This 
gives 42.416 B. t. u. as the equivalent of one engine-horse-power- 
minute, or 2545 B. t. u. as the equivalent of one engine-horse- 
power-hour.
The kilowatt of electrical energy equals 1.34 horse-power or 
44,220 foot-pounds per minute. The kw. minute is therefore the 
equivalent of 57 B. t. u. and the kw. hour the equivalent of 
of 3414 B. t. u.
The horse-power being defined as 33,000 foot-pounds per 
minute, there are in the determination of horse-power developed 
two factors, pressure and distance, and the pressure being first 
expressed in pounds per square inch, it follows that this is to be 
multiplied by the square inches of surface upon which the pres­
sure is effective. In the reciprocating engine power is developed 
by the pressure of steam upon the piston in the cylinder. This 
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pressure changes throughout the piston-stroke, and an instrument 
called a steam engine indicator * is used to determine “the mean 
effective pressure.” From the mean effective pressure and the 
piston-travel in feet per minute, the horse-power developed is 
calculated.
If power is then transmitted throughout a plant by means of 
shafting, belting, and pulleys, it is against the determination of 
horse-power developed by the engine that the economy of its 
uses must be measured. If the engine drives an electric generator 
or air compressor, its output of power is accounted for by these 
uses, and thereafter it is the output of electric current or com­
pressed air that is to be accounted for.
Steam turbines are said to be “most efficiently used direct con­
nected to electrical generators, centrifugal pumps, centrifugal 
compressors, and ship propellers.” + If a steam turbine is 
direct connected to another machine, the two are treated as a 
unit. If, as is most often the case, the turbine drives an electrical 
generator, the cost of the whole operation of turbine and gen­
erator, determined in a single account, is the cost of the electrical 
output, and it is this output that is to be accounted for. It is ex­
actly the same thing if a reciprocating engine drives an electric 
generator.
Either reciprocating engines or turbines may be condensing or 
non-condensing.
The non-condensing engine or turbine uses steam to generate 
power, and then delivers the steam as exhaust steam, at a pres­
sure and temperature which are lower proportionately to the 
efficiency of the engine or turbine, but potentially of the same 
value, proportionately to its remaining heat content. The power 
developed in this case is limited by the back-pressure of the 
exhaust steam.
The condensing engine or turbine is equipped with condensing 
apparatus, by means of which the exhaust steam is immediately 
condensed, and a vacuum substituted for the back-pressure of the 
non-condensing engine or turbine. Under these conditions there 
is a considerable increase in the power developed, but no steam
*“ The steam engine indicator is a form of recording pressure gauge, arranged to be attached 
to the cylinder of a steam engine so as to draw a curve representing the pressure within the cyl­
inder at every point in the stroke.” By means of it, the engineer calculates the mean effective 
pressure in the cylinder, in pounds per square inch. This multiplied by the area of the piston 
in square inches, multiplied by the piston speed in feet per minute, and the result divided by 
33,000, gives the indicated horse-power developed (Suplee’s Mechanical Engineering, pages 
650 and 651).
+ Marks’ Mechanical Engineers’ Handbook, p. 1203 
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survives for any further uses. The condensing of the steam is 
effected by means of large quantities of cold water. The latent 
heat of evaporation is given up when the steam is condensed, and 
in the engine or turbine condenser it is absorbed by the condensing 
water and is lost. If the exhaust steam is not condensed, but 
delivered as steam for further uses, the latent heat of evaporation 
may possibly almost all be serviceable for heating purposes. 
This depends, of course, upon there being work of heating for 
which it can be used.
The heat in steam, as generated in the boilers, is therefore put 
to two quite distinct uses: it may be converted into power, or it 
may be transferred simply as heat, and it is variously so trans­
ferred to water for the boilers, to the atmosphere for necessary 
heating, and to various materials in manufacturing processes. 
Steam, as generated in the boilers may be used to produce power 
only, or it may be used as live steam for heating purposes only. 
Or it may be used first to produce power, and then as exhaust 
steam for heating.
It may be used more than once at successively lower pressures 
to produce power in multiple stage turbines and compound en­
gines. With this the accounting is scarcely concerned, inasmuch 
as the turbine or engine is a unit and a single account covers its 
total operation. There is however another way in which the 
same steam is used more than once to produce power. The 
exhaust steam from a reciprocating engine may be used to 
operate a low-pressure turbine. *
The heat content of exhaust steam is commonly spoken of as 
being about 90% of the heat content of the steam as it enters the 
engine. On page 1179 of Marks’ Handbook, there is a table 
“Comparative results of steam engine tests: Saturated vs. 
Superheated Steam,” which indicates the following:
* “Low-pressure turbines are those designed to utilize low-pressure steam, usually exhaust 
steam from other apparatus. . . . Installations having large reciprocating engines can greatly 
increase the overall steam economy and output by the addition of low-pressure turbines taking 
the steam from the engines at pressures slightly above atmosphere. The additional capacity 
thus secured is usually about 100%.” Marks’ Mechanical Engineers' Handbook, p. 1227. See 
also Industrial Management, April, 1928: “The Steam Turbine points new ways to factory 
savings,” Standerwick.
Initial pressure Superheat Average B. t. u.
(abs.) pounds deg. consumed Recovery
per sq. inch Fahr. per I. h. p. hr.
Simple non-condens-  150-180 0 24,780 10.27%
ing engines  150-180 260 19,620 12.97%
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These figures are said to represent the “best current practice.’’ 
The figure of 90% in ordinary good practice is therefore pre­
sumably fairly close.
Inasmuch as the value of exhaust steam is to be considered in 
comparison with the gain in production of power by operating 
the engine condensing (less the expense of operating the condenser 
and all apparatus in connection therewith), it may be noted here 








Average B. t. u. 
consumed 
per I. h. p. hr.
Recovery
Simple condensing en-  120-150 0 19,200 13.25%
gines  120-150 260 14,400 17.7%
Compound condens-  120-180 0 17,340 14.65%
ing engines  120-180 260 13,770 18.5%
With so great waste in the condensation of steam after its use 
in engines of even the highest efficiency, and with the possibility 
of an even greater waste in operating engines non-condensing 
and having insufficient uses for the exhaust steam delivered, 
there is in every manufacturing plant the very important prob­
lem of balancing the generation of power and the provision of 
steam for other uses. The matter assumes the most various as­
pects and leads to the most various conclusions. Much has been 
written about so-called “by-product power,’’ meaning power 
generated by the use of steam which is thereafter used for other 
purposes. Plainly such power is not a by-product in any strict 
sense. It is the immediate product of the steam in its first state, 
and reduces its value in an inevitable measure.*  But the enthu­
siasm for “by-product power’’ may be contrasted with the fact 
that some important plants purchase power and operate boilers 
solely for process steam.+
Apparently the most important single means of balancing the
* The idea is sometimes expressed that the steam economy of the engine is not of very real 
importance if there are further uses for the steam. This may be true as long as steam direct 
from the boilers is passed through a reducing valve, giving a loss which might apparently just 
as well be borne in the engine operation. This seems to be indicated in an article entitled 
“Don’t waste exhaust steam” in Power, August 25, 1931, but I am sceptical of its holding 
true through the inevitable fluctuations of demand for process steam. I should anticipate that 
a strict accounting would show the contrary. The higher the efficiency of the engine, the lower 
the process steam demand can fall before it will result in exhausting to the atmosphere. In 
any case the two matters are better not confused. It is safer to insist upon clean economy in 
each separate process.
+ An interesting example of the operation of boilers for process steam alone, purchasing all 




generation of power and the provision of steam for other uses is 
the “bleeder” turbine, permitting the extraction of steam after 
it has been used to generate power, but before its usefulness for 
this purpose is exhausted.*
Also power may be produced partly by condensing and partly 
by non-condensing engines or turbines; and it may be partly 
purchased and partly generated within the plant. Under cer­
tain conditions of intermittent loads a steam accumulator may 
be used.+ An internal combustion engine has an obvious possi­
ble place in plans for balancing production of power and produc­
tion of process steam.
An essential provision for the accomplishment of the steam 
accounting is a chart of all steam transmission lines from the 
generation of steam in the boilers, through all its uses, showing 
the direction of the flow, the normal pressure, the locations of 
flow meters and of any reducing valves, or in long steam lines, 
possibly superheaters. This chart must be blue-printed, and all 
metered or calculated quantities and average pressures and tem­
peratures of steam transferred in the month must be stated on a 
copy of the print at the close of the month by the power depart­
ment for the use of the power accountant.
Having now all the quantities and average pressures and tem­
peratures taken for use and delivered for further use in the month, 
there remains the pricing of the steam under all conditions. I 
have suggested that steam from the boilers be charged to all its 
original uses at a standard price per million British thermal units.
The departments and processes using exhaust steam can take 
it at the standard price per million British thermal units, if this 
will result in their heating work costing them no more than the 
same heating work would cost them accomplished in any other 
way. If their needs for process steam are intermittent so that 
they could not normally be provided for without waste in the 
intervals of low demand, and if the power plant arrangements
* “Extraction or bleeder turbines are high-pressure turbines which permit the extraction of 
some of the low-pressure steam from any of their stages. These turbines are used where quan­
tities of low-pressure steam are needed constantly or intermittently. . . . Some installations 
require turbines which will utilize low-pressure steam from various sources when there is an 
excess of this low-pressure steam, and will automatically supply low-pressure steam when there 
is a deficiency.” Marks’ Mechanical Engineers' Handbook (1930), p. 1228.
+ “A steam accumulator is a device for storing the heat energy of steam. A large mass of 
water in a suitable vessel is heated by mixing with steam. When there is an excess of steam, 
this excess is condensed in the accumulator with a consequent rise of its temperature and pres­
sure. Then during intervals of deficiency of steam, the deficit is drawn from the accumulator. 
As the pressure in the accumulator drops, the hot water is vaporized at the expense of the stored 
heat.” Marks’ Mechanical Engineers' Handbook (1930), p. 358. See also p. 1227 of same. 
Also Industrial Management, December, 1930, p. 1166, “The use of a steam accumulator is 
common practice in the paper industry.” 
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are such that waste has actually to be borne, a higher price than 
the standard price per million B. t. u. may be perfectly proper. 
If the power plant arrangements are such that exhaust steam is 
not wasted in the intervals of low process steam demand, then no 
more than the standard price per million B. t. u. should be 
charged.
The engine or turbine and the manufacturing department must 
be regarded as quite independent units, which will deal with each 
other if it is for their mutual advantage, while neither will allow 
the unit cost of its own product to be increased for the benefit 
of the other. This is a necessary condition of the full responsi­
bility of each department for its own costs.
The operation of a non-condensing engine is justified if accord­
ing to the most careful calculation that can be made, the credit 
to the engine operation through charges to departments and proc­
esses for exhaust steam priced according to strict rules, will 
reduce the unit cost of power below what it would be operating 
a condensing engine.
Assuming that there is loss of exhaust steam and that the 
question consequently arises whether this loss is to be borne 
entirely by the engine operation, without compensation through a 
higher price for steam actually used by manufacturing depart­
ments, such question might be answered, first, by considering and 
calculating what the cost of process steam actually used would 
be per million B. t. u. if a low-pressure boiler were operated 
solely for process steam; and second, by considering whether heat 
other than steam heat could be used and what its cost would be. 
All the steps that I am suggesting seem to be absolutely neces­
sary to determine the most economical means of operation. It 
is no accidental coincidence that they are at the same time the 
steps that are necessary in order to accomplish a true accounting 
for the expenditures. I do not believe it is too much to say that 
the two will always be found to coincide. As I proceed I shall 
have occasion to point out other examples of this.
Extracted or bled steam may also be credited to turbine or 
compound engine*  at the standard price per million available 
B. t. u. contained in it, but not with the effect of increasing the 
cost of the unit of power developed. The engine or turbine 
* Compound engines: Receiver steam (between high and low-pressure cylinders) used for 
heating: The receiver may deliver part of its steam for heating or process work. Marks’ 
Mechanical Engineers’ Handbook, p. 1172.
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having nothing to gain by the extraction of steam, must not be 
permitted to lose thereby. If in its construction additional cost 
is incurred to enable it to deliver, or if in its operation lowered 
efficiency occurs through delivering extracted steam, the latter 
must be credited at a price which will compensate for these dis­
advantages. This will result in a true showing of the respective 
economies, inasmuch as there is no expense of process steam in 
this connection when the demand ceases, nor relatively increased 
expense when the demand is low.
The million B. t. u. in exhaust steam may have the same value 
as a million B. t. u. in live steam, if the exhaust is to be used for 
process purposes but not if it is to be used again to generate 
power. In the latter case the initial pressure is an important 
factor in the value. The exhaust from a reciprocating engine 
may be charged to process at the standard price per million 
B. t. u., but if it were so charged to a low-pressure turbine, the 
engine would show a low cost for power and the turbine a very 
high cost. The first would bear perhaps ten per cent. of the 
steam cost, and the second ninety per cent. Marks’ Mechanical 
Engineers' Handbook (p. 1227) says the additional capacity se­
cured by the addition of the turbine is usually about 100%. 
The low-pressure turbine operates condensing.*
Wherever a turbine receives exhaust steam from a non-con­
densing engine it will be best to endeavor to cover the two in a 
single account, so that no entry transferring exhaust from one 
to the other will arise. This is simple in the case of a low-pres­
sure turbine operating solely with exhaust steam. I think it may 
also be done where a bleeder turbine takes exhaust steam inter­
mittently. If under any conditions it should be necessary to 
credit exhaust to non-condensing engine and debit it to the 
turbine, this would necessarily be done at a price sufficiently 
below the standard price per million B. t. u. to make the con­
densing loss fall proportionately on the total power developed from 
the steam which ultimately goes to the turbine condenser.
The accounting is then to be continued in exactly the same 
manner as before, if a department using either live or exhaust or 
extracted steam delivers it again for any other purpose; or if the 
process steam lines deliver condensate having a valuable heat 
content for return to the boilers. In the article “How Kelvi-
* Low-pressure turbines should operate exhausting into high vacua. Marks’ Handbook 
p. 1227.
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nator handles power” in Industrial Management, June, 1929, al­
ready referred to, it is stated that “85% of the steam is returned 
to the heater as condensate at a comparatively high temperature.”
The operation of a non-condensing engine is justified by the 
average credit that it can receive for exhaust steam throughout 
the year, and there will inevitably be considerable variations from 
month to month and from season to season. I think it is advisa­
ble that non-condensing engine or turbine shall in each month 
receive the average calculated credit, so that the cost of power 
shall not be raised or lowered as the uses for exhaust steam are 
greater in one month than in another. At the same time the 
departments and processes must be charged with steam as they 
use it. An intervening account may be used to effect both these 
purposes. The average calculated credit for exhaust can in each 
month be given to engine or turbine and the same debited to such 
intervening account, and actual consumptions credited thereto 
and debited departments and processes. Such an account would 
carry a steam balance in suspense temporarily, operating to 
equalize the steam credits to engine or turbine throughout the 
year, leaving the power cost figures, to this extent, more actually 
comparable from month to month.*
* With effective provision for balancing production of power and production of steam for 
process and heating the necessity for the accounting procedure outlined in this paragraph would 
of course disappear.
Whenever steam, or power in any form, is to be credited to 
one account and debited to another, metering is of course desira­
ble. Whenever metering is not provided for, and calculations 
have to be used, the operation of the accounts will provide a 
check upon such calculations, for if they are incorrect one cost 
is overstated and another understated, and this unless it is slight 
will probably be recognizable. Rarely at first can one get all 
the metering of steam, or even of electric current, that one could 
desire, and whenever meterings are not available, and the power 
engineer can furnish calculations, one must work with these, and 
if all that is possible is done with these in the meantime, the 
results will before long surely justify all metering that is necessary.
Metering moreover is not serviceable only for the construction 
of the accounts and for accuracy in the determination of costs. 
Probably in every place where it is useful for these purposes, it is 
also useful, and of course in many places absolutely necessary, 
for operating control. Metering of steam and power to manu­
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facturing departments is also essential to their economical use. 
It has been said that manufacturing departments are great 
wasters of power. Two things are necessary to cure this. First, 
the charges to the departments must be unquestionable, both as 
to quantities and prices; and, second, there must be standards 
against which the economy of the consumption can be measured. 
As to the first of these I am trying to suggest in this article how it 
is to be accomplished; the second I must consider in a later article.
I will close the present article with a summary of the account­
ing procedure necessary to the operations from the point at which 
steam is delivered by the boilers, to its uses in generating power, 
or its delivery to departments for heating and process work.
We have in the preceding article assumed that steam is metered 
from the boilers, and that inasmuch as it is inevitably to some 
extent thereafter divided for different uses, there shall be sufficient 
metering (minor uses being sometimes calculated) so that closely 
correct quantities shall be charged to each and especially that 
correct quantities shall be charged to each engine and turbine. 
There must then be an account or a series of accounts for these. 
If condensing engine or turbine is operated singly, and the steam 
supplied to it by the boilers is not subsequently reduced by extrac­
tion or added to by supply from any other source, and if its indi­
vidual output of power is recorded, these conditions give a perfectly 
simple account and determination of the unit cost of power 
developed. If however there is valuable heat in the water from 
the condensing of the exhaust a credit for this is to be provided.
If a prime mover simply drives a generator or air compressor, a 
single account will cover both to give the unit cost of electric 
power or compressed air. If two or more generators, with their 
prime movers, are operated in conjunction with each other to 
give a single output of electric power, a single account may be 
kept for their total operation.*  Where generators are con­
nected in parallel, power being transferred between them as 
necessary, a single account is the only procedure possible.
* Just as a single account may be kept for two or more boilers, but in either case, a separate 
account for each unit is desirable, if input and output of each are known. Or a single account 
may be kept with a subsidiary record to show the performance of each unit.
If the exhaust steam from a reciprocating engine is used to 
drive a low-pressure turbine, a single account for the two will I 
think always be desirable. The power output of the turbine 
may be credited to the account at a standard price and the balance 
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of the account will then be the cost of the power output of the 
engine.
If a bleeder turbine takes exhaust steam from a non-condensing 
engine intermittently, I believe a single account for the two is 
still desirable. Such an account would be debited with the 
expenses of both units, and with the live steam furnished to both 
units; and would be credited with exhaust steam from the engine 
or bled steam from the turbine delivered to the process steam 
lines, and would be credited with the total power developed.
The term “a single account” as used in the foregoing para­
graphs means a single principal account, which may have as many 
subsidiary accounts as are convenient to effect any desired classi­
fication of the expenses or credits. But these subsidiary accounts 
are merely intermediate and at the end of the month are closed 
into the single principal account.
When operating expenses are common to two or more accounts, 
such expenses must be divided between the accounts in propor­
tions determined in consultation with the power engineer.
I have dealt fully with the pricing of exhaust and extracted 
steam supplied to heating and process lines and delivered to 
departments and uses, and with offsetting credits for steam or 
condensate delivered by them. Steam so delivered must be 
metered at the point of delivery to the department to be held 
responsible for the economy of its use. From the month’s 
report of meterings and any supplementary calculations, as above 
described, and with the prices determined according to the 
rules herein suggested, or necessary adaptation of them, all the 
necessary journal entries can be made at the close of the month 
without any difficulty at all.
The following determinations should be stated monthly, and 
tabulated in comparative form for the months throughout the 
year:
1. The electrical current purchased in the month, its cost in 
total and per kilowatt hour.
2. The electrical current generated in the month, its cost in 
total and per kilowatt hour.
3. The cubic feet of free air compressed in the month, its cost in 
total and per 1,000 cubic feet.
4. The mechanical power developed in the month to be trans­
mitted by shafting, belting and pulleys, its cost in total and 
per horse-power hour developed.
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5. The following steam summary:
Standard
B. t. u. cost per
contents million
Lbs. (millions) B. t. u. Amount
Generated in boilers.............
Delivered to condensing prime 
movers..........................................
Delivered to other uses, not yielding 
exhaust steam for further use.....
Total not yielding exhaust 
steam....................................
Balance.................................................
Consumed in generating power..........
Delivered for heating and manufac­
turing processes................................
Lost to atmosphere.............................
It is here the final item that is in grave need of being stated in 
quantity and money figures wherever the condition which it 
refers to exists. In the course of this article I have pointed out 
that exhaust steam may under certain conditions be chargeable 
to processes at a price in excess of the standard cost per million 
B. t. u. Nevertheless I think it best to use only standard costs 
in the foregoing steam summary. A notation may be made of 
the difference in the charge for steam delivered for heating and 
manufacturing processes, if there is such a difference.
It is my intention in a final article to consider the accounts in 
relation to the transmission and application of power.
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The Liability of Accountants*
By Roger S. Baldwin
The accounting profession has recently been much in the public 
eye, not only in this country but abroad. The growing impor­
tance of accounting is being constantly demonstrated by the 
weight which is being attached to the reports of accountants and 
the criticism which is leveled against such reports.
Two questions are being asked: What does the accountancy 
profession owe to those who employ them and to the public, and 
what is the liability of the accountancy profession in the per­
formance of its duties? These two questions are in substance one.
The question of the liability of accountants has recently been 
emphasized by the litigation in the state of New York which 
culminated in the decision of the court of appeals of that state in 
what is popularly known as the Ultramares case.
In view of this it would seem that a consideration of that case 
at this time might not only be proper but also profitable, in order 
to determine what practical lessons may be learned from it.
When the Ultramares case reached the court of appeals of the 
state of New York it involved two questions, one of fraud and one 
of negligence.
On the question of fraud, the trial judge had decided that there 
was not sufficient evidence for submission to the jury (Ultra­
mares Corporation v. Touche, Opinion by Mr. Justice Walsh, N. Y. 
supreme court, trial term (1929), unreported). In this deci­
sion the five judges of the appellate division of the first depart­
ment of the supreme court of the state of New York concurred 
(Ultramares Corporation v. Touche, 229 app. div. 581, N. Y. 
1930).
On the question of negligence the jury had rendered a verdict 
against the defendants but the trial judge, after further considera­
tion, had decided that the defendants were not liable as a matter 
of law and had set aside the verdict. On this point the appellate 
division disagreed, three judges voting that the defendants were 
liable for negligence, reinstating the verdict of the jury in favor of 
the plaintiff, and two judges voting that the defendants, as a 
matter of law, were not liable for negligence. On the question of
*Address delivered at the annual meeting of the American Institute of Accountants, 
Philadelphia, Pennsylvania, September 16, 1931. 
342
The Liability of Accountants
negligence, therefore, the vote of all the judges who had passed 
on the question was even, three to three.
This score of the votes of the judges passing upon the liability 
of the defendant for negligence represented pretty well the uncer­
tainty of the question involved and the uncertainty as to its deci­
sion by the court of appeals (Ultramares Corp. v. Touche, 255 
N. Y. 170, 1931). The problem, as it presented itself to counsel, 
was first to demonstrate that the court of appeals was free to 
decide this question on the merits without feeling bound to hold 
the defendants liable for negligence because of prior authority or 
decisions; and then to demonstrate on the ground of expediency, 
if not of authority, that the defendants as a matter of law should 
not be held liable for negligence.
The questions of contributory negligence and proximate cause 
became incidental as the case was developed and were not neces­
sarily involved in the decision of the court of appeals. Without 
doubt, however, contributory negligence and proximate cause 
were considered by the jury, in accordance with the instructions 
of the trial court when the case was submitted to them. This was 
before it had been held by the trial court that the question of 
negligence should not have been submitted to the jury because of 
lack of privity of contract or direct relationship.
The Question of Negligence
Few cases in the United States had been found where liability 
was sought to be imposed upon accountants for negligence and in 
only one of them did the doctrine requiring privity of contract 
arise. In that one case such doctrine was expressly affirmed 
(Landell v. Lybrand, 264 Pa. 406; 8 A.L.R. 461, 1919).
Four cases in New York, which involved negligence without 
privity of contract and where the defendants had been found 
liable, had been cited in the Ultramares litigation in the lower 
courts. These four cases, it was claimed by the plaintiff, showed 
the trend of general opinion in New York to be away from the 
English view on this branch of jurisprudence and towards a more 
liberal interpretation of liability in negligence for acts and words 
involving third persons or strangers to the contract.
The Buick case (MacPherson v. Buick Motor Co., 217 N. Y. 
382, 1916) was one where the owner of an automobile recovered 
damages from the manufacturer for personal injuries received by 
the owner because of an accident due to a defect in a wheel which 
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the manufacturer had not itself made but had incorporated in 
its product. The rule of liability there applied held a person 
responsible even to strangers for negligence of a character which 
puts human life in imminent danger, such as a false labeling of 
poison, a defect in a circular saw, a defect in a steam boiler, the 
faulty erection of a scaffold, the defective manufacture of a coffee 
urn, the destruction of a defective building, the furnishing of a de­
fective rope with knowledge of the purpose for which the rope 
was to be used. All of these cases involved a danger of injury 
to the person and are known as cases involving the doctrine of 
dangerous instrumentalities.
Referring to this case, Chief Judge Cardozo, who wrote the 
opinion of the court of appeals in the Ultramares case, said:
“ . . . what is released or set in motion is a physical force. 
We are now asked to say that a like liability attaches to the cir­
culation of a thought or a release of the explosive power resident in 
words (p. 181).”
The doctrine involved in the Buick case had never been 
applied by the court of appeals of the state of New York to cases 
involving injuries to property (P. G. Poultry Farm v. Newtown 
B.-P. Mfg. Co., 248 N. Y. 293, 1928).
The Glanzer v. Shepard case (Glanzer v. Shepard, 233 N. Y. 236, 
1922) was one where the plaintiff, a buyer of beans, sought 
damages against a public weigher who, at the request of the 
seller, had certified as to the weight of the beans and had fur­
nished the plaintiff with a copy of his certificate which was 
addressed to the plaintiff. The weigher had been employed by 
the seller of the beans. The weigher was held liable, but to only 
one purchaser, namely the plaintiff, who was known to him, as 
was also the value of the beans. Furthermore, the weigher 
certified to what was, in the last analysis, a demonstrable fact, 
not open to dispute and involving no exercise of judgment.
The Erie Railroad case (International Products Co. v. Erie R.R., 
244 N. Y. 331, 1927) was one where a railroad company had given 
wrong information to the plaintiff as to the location of goods by 
reason of which the plaintiff did not recover its insurance on 
goods which were destroyed by fire.
The Phoenix National Bank case (Doyle v. Chatham & Phoenix 
Nat. Bank, 253 N. Y. 369, 1930) was one where the owner of 
certain bonds brought action against a bank, which was acting 
as trustee for bondholders under an indenture of trust, on the 
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ground that the bank had issued its certificate upon which he, as 
a prospective bondholder, had relied. Such certificate was to the 
effect that the bank held a certain type of collateral as security 
for the bonds owned by the plaintiff, when in fact the bank did 
not hold such security. There was involved merely a statement 
of fact, easily ascertainable, subject to no judgment or opinion 
and without qualification. More than that, an error in the cer­
tificate made the bank liable only to such persons as might own 
the bonds, and the limit of the liability would be the amount of 
the bonds or their value.
It was urged, therefore, by counsel for the American Institute 
of Accountants, appearing as amicus curiae, that the court of 
appeals of the state of New York, in its trend away from the 
English and the earlier American rule that there could be no 
liability in negligence where there was no privity of contract, was 
not committed to the position of holding that an action for 
negligence could be upheld, where no direct relationship existed, 
in cases affecting only property rights and based upon words. 
Not being so committed, the court was urged to decide upon the 
grounds of equity and expediency, if not upon authority, that in 
such cases there could be no liability.
On the positive side of the question, three cases were cited in 
which liability had not been imposed owing to lack of privity of 
contract.
The Courteen Seed case (Courteen Seed Co. v. Hong Kong & 
S. B. Co. 245 N. Y. 377, 1927) was one where the court of appeals 
had held that the defendant bank owed no duty of diligence to the 
plaintiff in connection with a cable sent by a branch of the de­
fendant bank to another bank, which in turn delivered it to the 
plaintiff. The cable was incorrect as to the liability of the plain­
tiff with respect to a certain draft, and the plaintiff, relying upon 
the cable, accepted certain merchandise which it otherwise would 
have rejected. There the necessity of direct relationship was 
expressly recognized, the cable in question not having been 
delivered by the defendant bank to the plaintiff.
The Jaillet case (Jaillet v. Cashman, 115 Misc. 383, affirmed 202 
app. div. 805; 235 N. Y. 511, 1923) was one where a ticker service 
gave wrong information over the tape, which was seen by the 
plaintiff in his broker’s office. In that case the court had held 
that the law does not attempt to impose liability for the violation 
of a duty unless it constitutes a breach of contract, obligation or 
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trust or amounts to a deceit, libel or slander; that there was no 
privity between the plaintiff and the defendant; that the plaintiff 
was but one of the public to whom all news is apt to be dissemi­
nated, and that an action by him could be sustained only in 
case there was a liability by the defendant to every member of the 
community who was misled by the incorrect report. For this the 
defendant was held not to be liable.
The Rensselaer Water Company case (Moch Co. v. Rensselaer 
Water Co., 247 N. Y. 160, 1928) was one in which a water company 
had failed to supply water to the scene of a fire. There it was 
held that such failure was not actionable on the part of property 
owners, as there was no duty owing by the water company to 
property owners, by contract or by statute.
In arguing on the grounds of equity and expediency, in the 
Ultramares case against the claim of negligence, counsel for the 
Institute urged that to hold professional men and those conduct­
ing a business which, in its nature, is professional work, liable in 
negligence to persons other than those either to whom they had 
rendered a service or with whom they had come into a direct rela­
tionship, and liable to an unlimited number of persons, for an 
unlimited amount, perhaps for an unlimited time, would be neither 
equitable nor expedient.
On this branch of the case the court of appeals was unanimously 
of the opinion that the evidence supported a finding that the 
audit made by the defendant was negligently made. In this 
connection, it might be added, it was realized by counsel for the 
Institute that the greater the negligence shown in this case, the 
more striking would be a decision, if obtained, that there was no 
liability for negligence in cases of this sort, where privity of con­
tract or direct relationship is lacking.
After discussing the various cases cited upon the briefs sub­
mitted, the court of appeals stated that the conclusion was in­
evitable that nothing in the previous decisions committed them 
to a holding of liability for negligence in this case, as such liability, 
if recognized, would be an extension of the principle of those 
decisions to circumstances which were different, even if more 
or less analogous. The opinion of the court then proceeded: 
“The question then is whether such an extension should be 
made.”
The answer to this question in effect was that if such an exten­
sion should be made it would so expand the field of liability for 
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negligent speech as to make it nearly, if not quite, coterminous 
with that of liability for fraud and that a change so revolutionary, 
if expedient, must be wrought by legislation.
The court in its opinion added:
“ If liability for negligence exists, a thoughtless slip or blunder, 
the failure to detect a theft or forgery beneath the cover of de­
ceptive entries, may expose accountants to liability in an inde­
terminate amount for an indeterminate time to an indeterminate 
class. The hazards of a business conducted on these terms are 
so extreme as to enkindle doubt whether a flaw may not exist 
in the implication of a duty that exposes to these consequences 
(p. 179).”
Upon the question of negligence, therefore, the judgment of the 
appellate division was reversed and the judgment of the trial 
court was affirmed, so relieving the accountant defendants from 
liability to the plaintiff in negligence, because of the absence of 
privity of contract or direct relationship between them. The 
court pointed out that “liability for negligence, if adjudged in this 
case would extend to many callings other than an auditor’s,” and 
that “explanations that might seem plausible, omissions that 
might be reasonable, if the duty is confined to the employer, con­
ducting a business that presumably at least is not a fraud upon his 
creditors, might wear another aspect if an independent duty to be 
suspicious, even of one’s principal, is owing to investors.”
The court further pointed out that, in such circumstances, 
“everyone making a promise having the quality of a contract 
would be under a duty to the promisee by virtue of the promise, 
but under another duty apart from contract to an indefinite 
number of potential beneficiaries when performance had begun,” 
and that, “the assumption of one relation would mean the involun­
tary assumption of a series of new relations inescapably hooked 
together.” The court said that, while “assault upon the citadel 
of privity is proceeding in these days apace,” “the law does not 
spread its protection so far.”
To come to such conclusion, of course, the absence of what 
might be called direct relationship between the plaintiff and de­
fendant was essential. The view of the court was that there was 
no liability for negligence on the part of the accountants to an 
indeterminate class. If the court had taken a different view of 
this part of the case the decision on the first question as to liability 
for negligence would certainly have been different. The issuance 
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by the accountants of thirty-two copies of the certificate and the 
possibilities or probabilities of their use did not, evidently, in the 
opinion of the court, take the place of direct relationship. A 
slight change in the facts, however, might have brought the 
plaintiff into a more determinate class, and closer to the ac­
countants, and so might have given a different result.
In this connection Judge Cardozo says, in distinguishing the 
case of Glanzer v. Shepard:
“In the case at hand, the service was primarily for the benefit 
of the Stern company, a convenient instrumentality for use in the 
development of the business, and only incidentally or collaterally 
for the use of those to whom Stern and his associates might exhibit 
it thereafter. Foresight of these possibilities may charge with 
liability for fraud. The conclusion does not follow that it will 
charge with liability for negligence (p. 183).”
Without doubt there is a point, which, when reached, will make 
accountants liable to the persons who may rely on their state­
ments, and for lack of a better term we had called that point— 
direct relationship. Judge Cardozo uses the primary purpose of 
the transaction as the determining factor in establishing liability, 
that is to say “the end and aim of the transaction.”
On page 188 of his opinion, Judge Cardozo illustrates what he 
has in mind with reference to the knowledge of the person making 
the statement as to the use to which it is to be put, and says in 
effect that if accountants are to be liable for negligence in a case 
such as the Ultramares case, lawyers who certify their opinion as 
to the validity of municipal bonds, knowing that their opinion 
will be brought to the notice of the public, will be liable to inves­
tors; and title companies insuring titles to land, with knowledge 
that their insurance will be stated to the bidders at an approaching 
auction, will become liable to purchasers. Judge Cardozo indi­
cates that such liability would be an unwarrantable extension of 
liability for a negligent misstatement.
The court, however, pointed out that its holding as to negli­
gence “does not emancipate accountants from the consequences 
of fraud. It does not relieve them if their audit has been so 
negligent as to justify a finding that they had no genuine belief in 
its adequacy, for this again is fraud.” The court stated that its 
holding “does no more than say that if less than this was proved, 
if there had been neither reckless misstatement nor insincere 
profession of an opinion, but only honest blunder, the en­
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suing liability for negligence is one that is bounded by the con­
tract, and is to be enforced between the parties by whom the 
contract has been made,” adding that the court doubted 
“whether the average business man, receiving a certificate without 
paying for it and receiving it merely as one among a multitude of 
possible investors, would look for anything more.”
This, then, brought the court to the second cause of action 
which was based upon fraud.
The Question of Fraud
In order to determine whether or not the accountants in this 
case should be held guilty, in the language of the court, either of 
reckless misstatement or insincere profession of an opinion and 
were not merely guilty of an honest blunder, the facts of the case 
which were before the court must be considered by us as they 
were by the court.
The facts involve the certificate of the accountants and the 
nature of the mistakes made by them.
The certificate of the accountants consists of two sentences. 
The first sentence contains statements of fact. The second sen­
tence contains a statement of opinion.
A close examination of the opinion of Judge Cardozo will, I 
believe, demonstrate that the decision of the court of appeals to 
submit to the jury the question of fraud on the part of the 
accountants was based chiefly upon the first sentence of the 
certificate.
This first sentence reads as follows:
“We have examined the accounts of Fred Stern & Co., Inc., 
for the year ended December 31, 1923, and hereby certify that the 
annexed balance-sheet is in accordance therewith and with the 
information and explanations given us.”
This sentence contains the following three statements of 
fact:
1. That the accountants had examined the accounts;
2. That the balance-sheet was in accordance with the accounts; 
and
3. That the balance-sheet was in accordance with the explana­
tions and information given to them.
As to the first statement of fact the court, in its opinion, said 
nothing.
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As to the second statement of fact the court said:
“Scienter has been declared to be an indispensable element 
except where the representation has been put forward as true of 
one’s own knowledge (p. 186). . . .
“The defendants certified as a fact, true to their own knowledge, 
that the balance sheet was in accordance with the books of ac­
count. If this statement was false they are not to be exonerated, 
because they believed it to be true. . . . We think the triers of 
the facts might hold it to be false (p. 189). ... In this connec­
tion we are to bear in mind the principle already stated in the 
course of this opinion that negligence or blindness, even when 
not equivalent to fraud, is none the less evidence to sustain an 
inference of fraud. At least this is so if negligence is gross 
(p. 190).”
From this it is clear that the court considered the statement that 
the balance-sheet was in accordance with the accounts as subject 
to the inference that it was made by the accountants as of their 
own knowledge.
As to the third statement of fact, the court made no particular 
comment, but it is evident that the court considered the statement 
that the balance-sheet was in accordance with the accounts as 
separate from and independent of the statement that the balance- 
sheet was in accordance with the explanations and information 
given.
If the statement of the accountants that the balance-sheet was 
in accordance with the accounts was unqualified, it must be read 
and considered in connection with the errors committed by the 
accountants in making the audit.
These errors resulted in a misstatement of net assets of about 
$1,000,000 where the gross assets involved were slightly in excess 
of $2,550,000. The chief errors were:
1. Including in the total of accounts receivable in the general 
ledger, a certain total item of sales posted for December, 1923, 
amounting to $706,000, which was fictitious and not supported by 
proper sales invoices, this item immediately following another 
total item of sales of $644,000 in the same account for the same 
month. The circumstances surrounding the entry of the $706,000 
item were also otherwise suspicious. Among other things, this 
item was entered in a handwriting different from the previous 
one of $644,000.
2. Acceptance of an account, entered in the accounts-payable 
ledger, which showed on its face a balance of $113,000 receivable, 
350
The Liability of Accountants
instead of a balance payable, as such an account would normally 
show.
These two errors were made in the face of certain danger signals 
set against the accountants, all of which they disregarded and ran 
by. Among others, there were:
1. Discrepancies in reports to the defendants by banks which 
indicated that the same accounts receivable had been pledged with 
more than one bank;
2. The fact that the inventory, originally furnished to the 
defendants, aggregating $347,000, included merchandise, aggre­
gating $303,000, which should not have been included and which 
was rejected by the accountants.
It was shown in connection with the first error that if the item 
of sales of $706,000 had been inquired into it would have been 
found that such item had no support in the journal, nor in the 
journal vouchers, nor in the debit memo book, which was a sum­
mary of the invoices, nor in anything except the invoices them­
selves, and that such invoices were not in regular form and were 
evidently fictitious.
The court pointed out that the accountants did not say 
that they ever looked at the invoices but they did admit, 
if they had looked, that they would have found omissions 
and irregularities so many and unusual as to call for further 
investigation.
The court left it to the jury for decision whether "correspond­
ence between the balance-sheets and the books imports some­
thing more . . . than correspondence between the balance-sheet 
and the ledger, unsupported or even contradicted by every other 
record.” In other words, the jury first must determine the fun­
damental question whether the statement imports more than 
examination of the general ledger. A negative answer to this 
question would defeat liability inasmuch as it is conceded that the 
general ledger and the audit agreed. An affirmative answer, 
however, would not automatically impose liability. In such 
circumstances, it would be for the jury to determine whether the 
evidence showed that the statement of accountants as to corre­
spondence must have been either false or based upon a reckless 
disregard of the facts.
The court concludes:
“When we couple the refusal to say that they did look with the 
admission that if they had looked, they would or could have seen, 
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the situation is revealed as one in which a jury might reasonably 
find that in truth they did not look, but certified the correspond­
ence without testing its existence (p. 190). ”
It is very clear from the opinion that the court considered that 
the statement in the first sentence of the certificate—that the bal­
ance-sheet was in accordance with the accounts—might be held 
to be false, and that the negligence on the part of the accountants 
might be held to be gross. From this follows the conclusion that 
the question of fraud for misstatement of fact should be submitted 
to the jury for determination.
The second sentence of the certificate reads:
"We further certify, that subject to the provisions of federal 
taxes on income, the said statement, in our opinion, presents a 
true and correct view of the financial condition of Fred Stern & 
Co., Inc., as at December 31, 1923.”
The court held that, because of the fact that a jury might find 
that the accountants had in the first sentence of the certificate 
certified a correspondence between balance-sheet and accounts 
that did not exist, and that such statement had been made by 
the defendants as true to their own knowledge, it might also be 
found by a jury that the same accountants had acted without 
information leading to a sincere or genuine belief, when they 
certified in the second sentence to an opinion that the balance- 
sheet presented a true and correct view of the actual condition 
of the business.
Judge Cardozo had already said:
“Even an opinion, especially an opinion by an expert, may be 
found to be fraudulent if the grounds supporting it are so flimsy 
as to lead to the conclusion that there was no genuine belief back 
of it (p. 186). ”
The gravamen, however, of the question of fraud lies in the 
first sentence of the certificate which constitutes a certification of 
a fact as being true to the knowledge of the accountants, which, if 
false, whether believed to be true or not, would lay the account­
ants open to a charge that the statement was made either with 
fraudulent intent or recklessly. In either of these events they 
might be held liable for deceit or fraud.
Without the first sentence of the certificate it might well have 
been that the court of appeals would not have held that the ques­
tion of fraud on the part of the accountants, with reference to the 
expression of opinion contained in the second sentence of the
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certificate, should have been submitted to the jury. It is upon 
the first sentence particularly that the court hangs its con­
clusion.
It must be emphasized that the court did not hold that the 
accountants were guilty of fraud but held merely that the evidence 
was such that the question of fraud should be submitted to the 
jury. The question of fact will always remain as to whether or 
not a statement is false and whether or not an opinion professed 
is a sincere one. It will always be for the court to decide whether 
or not in the testimony there is any evidence which would justify 
a submission of these questions, and so the question of fraud, to 
the jury.
Two Other Questions
The opinion refers to the practice known as “testing and 
sampling” but draws attention to the fact that the accountants 
do not assert, in connection with the first error, that any of the 
seventeen invoices supporting the fictitious sales were among 
the number so selected, and continues:
“Verification by test and sample was very likely a sufficient 
audit as to accounts regularly entered upon the books in the usual 
course of business. It was plainly insufficient, however, as to 
accounts not entered upon the books where inspection of the 
invoices was necessary, not as a check upon accounts fair upon 
their face, but in order to ascertain whether there were any ac­
counts at all. If the only invoices inspected were invoices un­
related to the interpolated entry, the result was to certify a 
correspondence between the books and the balance sheet without 
any effort by the auditors, as to $706,000 of accounts, to ascer­
tain whether the certified agreement was in accordance with the 
truth. How far books of account fair upon their face are to be 
probed by accountants in an effort to ascertain whether the trans­
actions back of them are in accordance with the entries, involves 
to some extent the exercise of judgment and discretion. Not so, 
however, the inquiry whether the entries certified as there, are 
there in very truth, there in the form and in the places where men 
of business training would expect them to be. The defendants 
were put on their guard by the circumstances touching the De­
cember accounts receivable to scrutinize with special care. A 
jury might find that with suspicions thus awakened, they closed 
their eyes to the obvious, and blindly gave assent (p. 192).”
And finally, the court held that the defendants were liable for 
acts and omissions of their subordinates to whom they had dele­
gated the performance of their work.
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The question remains—What does the Ultramares decision 
mean and where does it leave accountants?
As far as negligence is concerned, their liability is just what it 
was generally by accountants supposed to be before the Ultra­
mares case was begun and what it was generally by accountants 
hoped to be just before the court of appeals passed on the case, 
namely a liability to those with whom they have been in privity 
of contract and to those with whom they have been in direct 
relationship.
So far as their liability in fraud is concerned, accountants have 
always known that this extended beyond those persons with 
whom they might be in privity of contract or direct relationship.
This had been held (Eaton Cole & Burnham Co. v. Avery, 83 
N. Y. 31) as early as 1880, and confirmed in later cases, although 
there is a limit to this liability even in fraud, as pointed out 
by Judge Cardozo, where he says in his opinion in the Ultra­
mares case: “A representation, even though knowingly false, 
does not constitute ground for an action of deceit unless made 
with the intent to be communicated to the person or class of per­
sons who act upon it to their prejudice.” It is apparent from the 
opinion of Judge Cardozo and from the authorities generally, that 
in the case of fraud the class of persons to whom there may be 
liability is more extensive than in the case of negligence. The 
decision of the court of appeals holds that the plaintiff in the 
Ultramares case was in a class of persons who might complain in 
fraud, if acting upon a false statement of the defendant. Judge 
Cardozo said that charity of construction would not exonerate 
accountants from the inference that their representations in­
volved a profession of knowledge as distinguished from belief, 
inasmuch as by the very nature of their calling they “profess to 
speak with knowledge when certifying to an agreement between 
the audit and the entries.”
The question that is now chiefly troubling the accountancy 
profession is: What is fraud and what does it embrace? The prin­
ciples upon which must rest the liability of accountants to stran­
gers, as well as to those with whom they may have been in direct 
relationship, for fraud or for the equivalent of fraud are not 
novel. It would be idle to maintain that accountants should not 
be liable for what commonly is termed and known as fraud, that 
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is to say, a statement knowingly false, made with the purpose and 
intent that it should be acted upon. However, in this country at 
least, when a statement is made as of the speaker’s knowledge, it 
is the falsity of such statement and not the knowledge that the 
statement is false, that is material, otherwise the additional factor 
would have to be added, that the statement was made with knowl­
edge that it was false. The absence of knowledge of falsity does 
not excuse.
For authority for this proposition we must look to other walks 
of life, in view of the absence of authority in the United States 
connected with accountancy; and in other walks of life the au­
thority as to this is perfectly clear.
In an early case in New York (Bennett v. Judson, 21 N. Y. 238, 
1860) the agent of a vendor of land gave a minute description of 
the locality and quantity of land which the vendor was selling. 
The court held that the minuteness of the description implied 
that the vendor himself gave this information as of his own 
knowledge. The description was false. This the vendor and the 
agent did not know. The court held that the question of fraud 
had been fairly submitted to the jury and affirmed the judgment 
which held the vendor liable to the purchaser for damages in 
fraud.
In a later case (Hadcock v. Osmer, 153 N. Y. 604, 1897) the 
defendant made a statement that a man was solvent and would 
be able to pay the plaintiff. The man was, in fact, insolvent and 
unable to pay. The plaintiff recovered in fraud, although it was 
not shown that the defendant knew of the insolvency.
In a still more recent case {Ottinger v. Bennett, 144 app. div. 
525, containing the dissenting opinion of Mr. Justice Miller on 
which the court of appeals based its decision, 203 N. Y. 554, 1911) 
the court held that if a dividend were declared out of capital, 
when there was a statute that dividends could be declared only 
out of surplus, such action might be held to be a fraudulent state­
ment on the part of the directors. The court further held in effect 
that such action might be considered equivalent to a reckless 
statement made without knowledge. There the relationship 
was not close.
Untrue statements in a prospectus concerning mining stock, 
although believed by the president of the company issuing the 
prospectus to be true, have been held to be the basis of a recovery 
in fraud, because the defendant made the statements of his own 
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knowledge (Bystrom v. Villard, 175 app. div. 433, N. Y. 1916). 
There also the relationship was not close.
A plaintiff (Archibald & Lewis Co. v. Banque Intern, de Com­
merce. 216 app. div. 322, N. Y. 1926) wired a defendant bank 
asking whether certain collateral had been forwarded. The bank 
made reasonable inquiries and wired that the collateral had been 
sent. This was untrue, and, on being unable to collect on the 
note, the plaintiff was allowed to recover from the bank for 
fraudulent misrepresentations, inasmuch as the bank had made 
the statement as of its own knowledge.
A promoter of a corporation {Owens v. Waterhouse, 225 app. 
div. 582, N. Y. 1929) was held liable to a plaintiff for statements 
concerning the corporation which were untrue, although the 
promoter may have believed them to be true at the time he made 
them.
A close analogy to such liability for fraud of the character here 
discussed is found in the statutory provision that wanton conduct 
may take the place of specific intent even in first degree murder 
(Sec. 1044 penal law of the consolidated laws of New York, 
1909). The provision reads as follows:
“The killing of a human being, unless it is excusable or justifi­
able, is murder in the first degree, when committed: . . .
(2) By an act imminently dangerous to others, and evincing a 
depraved mind, regardless of human life, although without a 
premeditated design to effect the death of any individual.”
This statute was based upon the common law which it was in­
tended to clarify. Thus, a man firing a pistol into a house in 
which he knew there were people, with no intent to kill, but taking 
no precaution against killing, has been held guilty of first degree 
murder, although ordinarily a specific intent is necessary (People 
v. Jernatowski, 238 N. Y. 188, 1924).
So we see that an accountant’s liability for fraud as stated by 
Judge Cardozo in his opinion is not different from the liability in 
other cases imposed upon vendors of land, presidents and directors 
of corporations, banks, promoters, and ordinary individuals in 
ordinary walks of life.
It should be remembered, therefore, that a statement made by 
an accountant as a fact true to his own knowledge, and not merely 
as an opinion, will subject him to an action for fraud where such an 
action might hot lie if the form of certificate did not contain such 
a statement of fact, and so did not leave the accountant open to
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attack on the ground of the falsity of his statement. For an 
opinion to form the basis of a claim for fraud, the opinion, as 
Judge Cardozo said, must have been flimsy and recklessly given 
or without sincere or genuine belief.
Practical Aspects of the Ultramares Case
Accountants perhaps fear that they may be held guilty of 
fraud by some judge or jury if they have omitted or have done 
imperfectly one of the numerous things that they might do, but 
all of which, as a practical matter, it is impossible for them to do 
in any one audit. This is true, but it is no more true of ac­
countants than of all business men, and no more true of fraud 
than it always has been of negligence.
Accountants, however, should not fear that courts or juries will 
be unreasonable in their application to their business of the princi­
ples which I have been discussing. As an indication of this, 
read the opinion of Judge Kellogg in the Fulton Trust Company 
case (In the Matter of Fulton Trust Co., decided July 15, 1931, 
by the New York court of appeals, as yet unreported). The sur­
rogate had surcharged the trust company, as trustee under a will, 
for failure to sell certain securities belonging to the deceased, 
which it was authorized by the will to retain, but they had been 
retained to the great loss of the trust, due to a constant decline in 
the market price of the securities. There was evidence showing 
that the trustee had considered the matter; that it was not careless. 
Judge Kellogg states: “ The distinction between negligence and mere 
error of judgment must be borne in mind. ” The opinion concludes :
“Under the circumstances, we think that the trustee, as the 
event has proven, was guilty, at the very most, of an error of judg­
ment, in not making sale of the stocks at an earlier date. It may 
have been deficient in prevision and prophecy; it was not lacking 
in the exercise of care.”
The decision of the surrogate was reversed.
This case shows that the court of appeals is not unmindful 
of the possibilities and practical aspects of a situation and will 
not harshly impose liability.
Then, also, much might be done with the form of the account­
ant’s certificate. Why not confine the statements of fact in the 
certificate to those things which can be stated as facts, if there are 
any, and give opinion as to what is susceptible only of opinion ?
If this had been done in the Ultramares certificate the main 
hook upon which Judge Cardozo hung his opinion would have 
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been lacking. Persons should not make statements without 
knowing that they are true—especially professional men. The 
professional man necessarily, when he deals in opinions, is exempt 
from certain responsibilities but is still held to others. He may 
reasonably be expected to have average or fair competency in his 
calling and to be held responsible for gross negligence and for gross 
incompetency.
If an accountant states that books and accounts are correct, 
without knowing that the books and accounts are correct, he is 
acting in disregard of the rights of others and in disregard of his 
duty to the public as well as to his employer. In this same cate­
gory might well be placed a statement of opinion where in fact 
there was no opinion—at least, no opinion which could be con­
sidered as an expression of a state of mind arrived at after proper 
consideration had been given to the subject involved.
With the increasing complexity of business and of the methods 
of handling business, there is an increasing need for authoritative 
data and accurate statements. As the average man knows per­
sonally less about his own business or the business in which he 
may be interested than he did before, he is in need of being told 
even more than before. This is the opportunity of the account­
ant. But, as there is, on the one hand, a more general and wide­
spread demand and need for information concerning the financial 
condition of business of corporations, caused, among other things, 
by the increased investment in their securities on the part of the 
public, so there is, on the other hand, an increasing danger and 
difficulty, so far as accountancy is concerned, in examining the 
condition of such corporations and in reporting upon them. The 
increase of demand and opportunity bears with it an increase of 
responsibility. They go hand in hand. The accountant who is 
able to meet this situation and give service which can be relied 
upon will reap his reward.
Conclusion
The chief contention of the accountancy profession in this case 
was that an accountant should not be held liable for negligence to 
a stranger but only to a person with whom he has come into direct 
relationship. This contention was sustained. An accountant’s 
liability for fraud, like that of everyone else, has never been limited 
to those with whom he may be in contractual or direct relationship.
To give out a false statement, to make a statement or give an 
opinion without any foundation whatsoever to support it, to be 
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guilty of gross negligence have generally been held to be evidence 
of fraud. A judge in the first instance and a jury finally must 
pass on the facts to determine whether such facts come within 
the boundaries of these principles. This is as far as Judge Car­
dozo’s opinion goes.
As to the uncertainty regarding what may or may not consti­
tute fraud—it is impossible for the court to say that certain con­
duct and only certain conduct will make an accountant liable for 
fraud or even for negligence. The breadth of the rule must be 
increased as the breadth of the violation increases so as to 
embrace the violation. The vast and expanding nature of an ac­
countant’s business does, it is true, make this matter more vital 
and more serious for him than for men engaged in many other 
lines of business.
As it is impossible for the court to set down definite rules with 
regard to what facts shall constitute fraud and what facts shall not 
come within the definition of fraud, it is, of course, also impossi­
ble for the legislature to define fraud explicitly. The ingenuity of 
laymen, if not of lawyers, would circumvent any such definition. 
The rule of reason must govern in such cases.
In this connection it might be remarked that what in the past 
might not have been considered to be reckless or to constitute 
negligence, today might well come within a reasonable definition 
of such words. Accountants as well as lawyers, doctors and other 
professional men must expect to be held to a stricter account of 
their professional ability, as the factors with which they deal 
become more intricate. It is reasonable to anticipate that the 
spread of knowledge and what might be called civilization will 
certainly increase the liability of everyone. Each addition to 
the realm of knowledge increases responsibility. Each complica­
tion of civilization complicates with it the rights and duties of men 
towards one another. Every privilege which is gained carries 
with it a complementary responsibility. No one driving an 
automobile along a crowded thoroughfare can be ignorant of this, 
and if he should claim to be, the claim will do him little good 
when the sentence of fine or imprisonment is about to be imposed.
And as we can not tell how knowledge and culture may expand, 
so we can not tell how liability and responsibility will expand along 
with them. This, of course, may be unsatisfactory to accountants 
and to others, but it is a reality, taught by history and experience.
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* Address delivered at the annual meeting of the American Institute of Accountants, Septem­
ber 15, 1931, at Philadelphia, Pennsylvania.
By Spencer Gordon
Your committee on arrangements has given me the subject of 
“Legal phases of professional regulation.” Although this is 
rather broad, I assume that you are interested primarily in the 
regulation of the profession of accountancy. This subject natu­
rally divides itself into what has been done and what is pro­
posed towards such regulation, and the further consideration 
of the validity or possible invalidity of enactments in that regard.
All of the states, the District of Columbia, Alaska, Hawaii, the 
Philippines and Porto Rico now have accountancy laws which 
limit the use of the term “certified public accountant ” to account­
ants upon whom this designation has been conferred by a state 
board as a result of examination or compliance with other require­
ments. Some states provide also for the use of the term “public 
accountant” only by accountants who were in practice before the 
enactment and who have registered as such.
Some of these statutes provide that the accountant, to be certi­
fied or registered, must be a resident of the state in question. 
Others provide that he must have a place for the regular transac­
tion of business in the state. Some require both residence and a 
place of business. Some require residence or a place of business. 
A few require that he be a citizen of the state.
Almost all of these statutes contain provision for the recognition 
of holders of certificates from other states. In some cases it is 
provided that the local board may in its discretion waive its ex­
amination, or that a certified public accountant from another state 
shall receive a certificate if the applicant’s state grants a similar 
privilege to a C. P. A. of the local state. In some, it is provided 
that a C. P. A. from another state may be admitted if the appli­
cant’s state has substantially or fully equivalent requirements for 
the C. P. A. certificate. In a few states a C. P. A. from another 
state may be admitted without qualification. Some of the states 
have requirements as to the experience of the C. P. A. from the 
foreign state, and in some cases it is required that the certificate 
holder first become a resident of the local state.
These statutes have to do with the use of the designation “certi­
fied public accountant” or “public accountant.” In only a few 
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instances have states as yet prohibited the practice of accountancy 
by persons not holding the certificate or not registered. A few of 
the statutes expressly provide that they are not to be construed 
as prohibiting the practice of accountancy. One statute states 
that it shall apply only to those holding themselves out as certified 
public accountants. Some statutes expressly provide that they 
are not to prevent unlicensed persons from acting as employees 
of accountants.
There are a few statutes, however, which purport to prohibit 
the practice of accountancy in the state by persons who have not 
qualified as certified public accountants or public accountants 
under the state law. There is, of course, a very substantial dif­
ference between a law which permits anyone to act in fact as a 
public accountant, but prohibits the use of the designation 
“certified public accountant” or “public accountant” except to 
those who have met the state’s requirements, and a law which 
prohibits entirely from practice a person who is not a certified 
public accountant or public accountant within the meaning of 
the state law.
Most of the statutes in regard to the use of the designation 
“certified public accountant” are silent as to accountants from 
another state entering for occasional professional employment. 
This silence is probably due to the fact that the statutes contain 
no prohibition of the practice of accountancy, so that the account­
ant who occasionally enters from another state, but has no 
office and issues no certificates in the local state, does not come 
in conflict with the laws restricting the use of the words “certified 
public accountant” or “public accountant.” Some of these 
statutes expressly state that they do not prohibit temporary en­
gagements within the state. Even the states which prohibit the 
practice of accountancy except to those who have complied with 
the requirements of certification or registration have provisions 
allowing the entry of accountants from other states to fulfill 
specific engagements. One such statute provides for a temporary 
certificate to enable the fulfilling of specific engagements, 
the contracts for which were entered into outside of the 
state. Another expressly provides that it does not prohibit the 
entry of accountants from other states in pursuance of en­
gagements originating from without the state. A third does 
not prohibit temporary engagements incident to practice in the 
state of domicile, provided the appointment of an agent for service 
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of process is made five days before commencing work in the state. 
These statutes, however, appear to have no provision for the non­
resident accountant, who is not a C. P. A., entering the state for 
temporary engagements.
It should be noted, however, that by some of the statutes the 
non-resident accountant is prohibited from opening an office in 
the state or from practising continuously therein by the restriction 
against permanent practice by those who have not been given the 
state certificate plus the requirement that the certificate can be 
applied for only by residents. Bills providing for similar legisla­
tion are under consideration by other state legislatures. Another 
discrimination against non-residents is to require that all parties 
in a firm practising as such in a state secure state certificates.
This represents the present state of the law throughout the states. 
The question of the validity of these provisions may logically be 
treated under three headings which are of progressive difficulty:
1. The validity of state laws restricting the use of the words 
“certified public accountant” or “public accountant.”
2. The validity of state laws prohibiting practice within the 
state except by those who have qualified as certified public ac­
countants or public accountants.
3. The validity of state laws which make residence or citizen­
ship a requirement for qualification as a certified public account­
ant or public accountant, and restrict practice within the state to 
persons who are so qualified, or impose other restrictions which 
apply only to non-residents.
A state law is valid unless it conflicts with the Constitution of 
the United States or with the constitution of the state in question. 
I shall consider these statutes from the viewpoint of the constitu­
tion of the United States, because it would be equivalent to writing 
and reading an encyclopaedia for me to attempt an address based 
on the differing constitutions of forty-eight states.
But when the contention is made that an accountancy law is 
unconstitutional, the contestant would probably rely on the 
following provisions of the constitution of the United States:
“The citizens of each state shall be entitled to all privileges and 
immunities of citizens in the several states.” (Clause 1, article 4, 
section 2.)
“No state shall make or enforce any law which shall abridge the 
privileges or immunities of citizens of the United States; nor shall 
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any state deprive any person of life, liberty or property, without 
due process of law; nor deny to any person within its jurisdiction 
the equal protection of the laws.” (14th amendment, section 1.)
In general it may be assumed that the right to practise account­
ancy is a property right and a privilege or immunity within these 
provisions, but this right, privilege or immunity must yield to the 
police power of the state if the police power is exercised upon a 
reasonable basis. Constitutional questions arising under these 
sections thus involve questions of degree and are difficult of 
solution. I
The state laws restricting the use of the words “certified public 
accountant” or “public accountant” have now been in effect for 
a considerable time. They have come before the courts in a 
number of cases, and I think it can be said with a fair degree of 
certainty that there is nothing unconstitutional in a statute which 
creates a state board with power to give reasonable examinations 
or enforce other reasonable requirements as a result of which per­
sons will be given the right to the designation of “certified public 
accountant,” and prohibiting the use of such designation by all 
others, or requiring accountants who are already in practice 
to register as such in order to use the term “public accountant.”
ii
When we consider, however, the statutes which purport to 
prohibit entirely the practice of public accountancy by persons 
who have not met these requirements, we are confronted with a 
more difficult problem. It would seem reasonable to provide that 
an accountant may not call himself a “certified public account­
ant” or even a “public accountant” when he has not in fact been 
so certified by the state board nor conformed to the requirements 
for “public accountants,” but it is not so clear that the state may 
deprive of his means of livelihood a man who has not received 
the state certificate or so qualified.
There have been two decisions where restrictive statutes have 
been declared in violation of constitutional provisions. In State 
v. Riedell, 109 Okla. 35 (1924), a statute which prohibited an 
uncertified accountant from engaging in practice was held to 
violate the provisions of the constitutions of the United States and 
of the state of Oklahoma. The court said:
“Our conclusion, therefore, is that the act, in so far as it pro­
hibits uncertified accountants from holding themselves out as 
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professional or expert accountants or auditors for compensation or 
engaging in the practice of that profession, is in conflict with the 
spirit and express provision of the constitution and void, in this, 
that it abridges the right of private property and infringes upon 
the right of contract in matters purely of private concern, bearing 
no perceptible relation to the general or public welfare, and 
thereby tends to create a monopoly in the profession of account­
ancy for the benefit of certified accountants, and denies to un­
certified accountants the equal protection of the laws, and the 
enjoyment of the gains of their own industry. The defendants 
are not engaged in the exercise of a franchise, but a constitution­
ally guaranteed right.”
In Frazer v. Shelton, 320 Ill. 253 (1926), a similar Illinois statute 
was held unconstitutional. The court referred to provisions of 
the constitution of Illinois similar to those of the federal constitu­
tion. The case is illuminating in the precise statement of the 
court as to how far such a statute may go:
“We do not say that it is beyond the power of the general 
assembly to enact a statute requiring that no one shall use the 
term ‘ certified public accountant ’ or the term ‘ public accountant ’ 
without having met the requirements of such an act. Such a 
provision may well be within the power of the legislature on the 
ground that it is to the public interest that no one shall use a 
term indicating that he has been examined and certified as an 
accountant when such is not the fact. . . . Such is a misrepre­
sentation which the legislature may prevent by statute. There 
is, as we view it, however, a wide difference between acts of such 
character and one which provides that no one who has not re­
ceived a certificate as public accountant from the department of 
registration and education shall be allowed to work at the busi­
ness or occupation of accountancy for more than one person. 
Such an act does not spring from a demand for the protection of 
the public welfare but is an unwarranted regulation of private 
business and the right of the citizen to pursue the ordinary occu­
pations of life.”
These decisions might not necessarily be followed in other 
states, for a strong argument can be made that the practice of pub­
lic accountancy does affect the public welfare and is not a private 
business. There have been decisions of many courts holding that 
statutes prohibiting the practice of various other professions and 
occupations by persons not licensed by a state board, after com­
pliance with reasonable tests, are constitutional, on the ground 
that the right to earn a livelihood may be limited by a statute 
which is a reasonable exercise of the police power of a state. Such 
decisions can be found as to architects, barbers, dentists, locomo­
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tive engineers, motion picture machine operators, pharmacists, 
physicians and plumbers. The Oklahoma and Illinois courts dis­
tinguished these cases on the ground that the occupations in ques­
tion affected the public health and safety, but it can be argued 
forcefully that the same power which permits the state to safe­
guard the health of the public also will permit the state to safe­
guard the pocketbooks of the public.
Thus, in Dent v. West Virginia, 129 U. S. 114, in which the 
supreme court of the United States held that a state statute 
requiring physicians to procure certificates was not unconsti­
tutional, the reasons given appear broad enough to cover public 
accountancy:
“But there is no arbitrary deprivation of such right (to practise 
medicine) where its exercise is not permitted because of a failure 
to comply with conditions imposed by the state for the protection 
of society. The power of the state to provide for the general 
welfare of its people authorizes it to prescribe all such regulations 
as, in its judgment, will secure or tend to secure them against the 
consequences of ignorance and incapacity as well as of deception 
and fraud. . . . The nature and extent of the qualifications re­
quired must depend primarily upon the judgment of the state 
as to their necessity. If they are appropriate to the calling or 
profession, and attainable by reasonable study or application, no 
objection to their validity can be raised because of their stringency 
or difficulty. It is only when they have no relation to such calling 
or profession, or are unattainable by such reasonable study and 
application that they can operate to deprive one of his right to 
pursue a lawful vocation.
“. . . Every one may have occasion to consult him, but com­
paratively few can judge of the qualifications of learning and skill 
which he possesses. Reliance must be placed upon the assurance 
given by his licence, issued by an authority competent to judge 
in that respect that he possesses the requisite qualifications.”
This opinion of the United States supreme court can be para­
phrased to apply to the profession of accountancy. Its regulation 
will tend to secure the people of the state against the consequences 
of ignorance and incapacity, as well as of deception and fraud. 
Everyone may have occasion to consult the accountant, but few 
can judge of his qualifications, so that they must rely upon the 
assurance given by his licence. It can thus be argued that the 
accountant subjects himself to reasonable regulation by holding 
himself out to the public as having professional qualifications, and 
that there is no logical distinction between the regulation of the 
physician who deals with physical health and the regulation of the
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accountant who deals with financial health. Thus, in Holsman v. 
Thomas, 112 Ohio state 397 (1925), the Ohio supreme court held 
valid an ordinance regulating auctioneers, saying:
“Now, the police power relates not merely to the public health 
and to public physical safety, but also to public financial safety.”
The Oklahoma and Illinois decisions holding that the practice 
of accountancy can not be regulated seem also to ignore the fact 
that the regulation of lawyers is not confined to practice before 
the courts, but extends to the giving of professional advice, in 
which there is now a decided similarity between the function of 
the lawyer and accountant. Certainly neither profession has to 
do with public health—both deal with property. Many states 
also require dealers in securities to obtain licences upon satis­
factory evidence of the good business repute of the applicants and 
their agents, revocable on evidence of bad repute. The constitu­
tionality of these laws was assailed on the ground that they were 
an illegal control of private concerns, but the statutes have been 
sustained by the state courts and by the United States supreme 
court, and are in effect today as the well known “blue sky laws.” 
The police power of the state which was invoked in these laws was 
concerned directly with the protection of the property of the 
people of the state—the blue sky laws had nothing to do with the 
public health.
I feel, therefore, that the Oklahoma and Illinois decisions do not 
necessarily settle the question, and that a law restricting the 
practice of public accountancy to persons who hold the state 
certificate might in other states and by the United States supreme 
court be held not to conflict with the federal constitution, on the 
ground that the practice of public accountancy is one which 
affects the people of the state generally and may therefore be 
regulated in a reasonable way in proper exercise of the police 
power. Such a law could perhaps prohibit the use of the words 
“certified public accountant” or even “accountant” on the 
stationery of an uncertified or unlicensed person, or on the door 
of his office, or the holding out to the public that he is a certified 
public accountant or even an accountant, or the giving of an opin­
ion in writing certifying as to any accounting matters and pur­
porting to be made by a certified public accountant or by an 
accountant. But it would be much more difficult to sustain a law 
which went beyond the restriction of the public practice of ac­
countancy or forbade the private employment of a person 
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by another person to do bookkeeping, give financial advice 
or do anything else that is done by accountants. The law 
must restrict only the public practice of accountancy if the 
argument that I have suggested in favor of its constitutionality 
is to apply.
To summarize: laws prohibiting entirely the practice of public 
accountancy by persons who have not met the statutory require­
ments have been held unconstitutional by the highest courts of 
Oklahoma and Illinois. There are no decisions holding such laws 
constitutional. The question, however, can not be considered 
settled, as there are several states which have similar restrictive 
legislation the validity of which has not been tested, and a strong 
argument can be made that such laws are a valid exercise of the 
police power if they do not go beyond the regulation of the prac­
tice of accountancy in its public aspects.
III
We now come to the question of the validity of state laws which 
make residence or citizenship a requirement for qualification as a 
certified public accountant or public accountant, and restrict 
practice within the state to persons who are so qualified, or 
impose other restrictions which apply only to non-residents. Can 
the state give its residents an advantage in the practice of account­
ancy over non-residents?
Of course, if the Oklahoma and Illinois decisions are correct 
and a state can not prevent the practice of public accountancy 
by an uncertified person, then this final question does not arise. 
Any non-resident accountant who is dissatisfied with the difficul­
ties put in the way of his practice would include among his con­
tentions the broad one that the state had no right to restrict 
accountancy practice at all either as to residents or non-residents. 
As this point has been discussed, I shall pass to questions peculiar 
to the distinction between residents and non-residents.
If the state can constitutionally restrict only the practice of 
public accountancy as opposed to private employment, as was 
suggested under the last heading, it can be argued that the isolated 
act of a non-resident in entering a state temporarily to make an 
audit as a result of an outside employment would not be a proper 
subject of restriction, on the ground that the accountant who has 
no office in the state, who does not habitually practise in the 
state and issues no certificates in the state or to residents of 
367
The Journal of Accountancy
the state, does not hold himself out to the public of the state as 
being a public accountant. Some state statutes do, however, 
purport to restrict this sort of practice. I know of no decision on 
the precise point.
Let us now consider the non-resident accountant who wishes 
to practise frequently in the state, to open an office in the state, 
to qualify as a certified public accountant of the state or to be 
a member of a firm which has an office in the state. Does an 
accountancy law which discriminates against such a non-resident 
abridge his privileges and immunities, deprive him of property 
or deny him the equal protection of the laws? Time does not 
permit a detailed discussion of the construction that has been 
given these constitutional provisions. Perhaps the simplest 
statement that can be made is that the police power of the state 
may be exercised in a reasonable way without infringing them. 
The problem, therefore, would be whether or not a requirement of 
residence in the state bears such a reasonable relation to the 
protection of the public in the regulation of the practice of public 
accountancy that inclusion of such a requirement in a statute is 
a reasonable exercise of the police power. Although there is a 
decided conflict in the decisions, the United States supreme court 
case which seems to be the closest would indicate that such a 
distinction may be made between residents and non-residents. 
But if all the facts in regard to the practice of accountancy were 
brought before the court it might well result in a contrary holding, 
on the ground that there is no reasonable basis for discrimination 
against non-resident accountants.
The argument in favor of the constitutionality of a law dis­
criminating against non-residents might run somewhat along the 
following lines:—The examining board can better determine the 
moral character, standing and ability of residents. A resident 
accountant can do better work because of his knowledge of local 
conditions. The disgrace resulting from discovery in a dishonest 
act would be a more powerful deterrent upon a resident account­
ant. The board can more effectively control residents. Process 
can be more readily served upon a resident. Damages can be 
more readily collected from a resident.
But these arguments, which have been made in regard to other 
occupations, can be opposed with considerable force when applied 
to the present practice of accountancy. It may be argued in reply 
that the board can, in fact, determine the character of and can 
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control both residents and non-residents, that a knowledge of 
local conditions such as could not be obtained by a non-resident is 
seldom necessary to the practice of modern accountancy, that 
discovery of a dishonest act wherever committed would injure 
the accountant wherever located, that provision could be made 
that a non-resident must appoint an agent for service of process, 
and that whether damages could more readily be collected from a 
resident or non-resident would be problematical in each case.
Passage of laws discriminating against the non-resident ac­
countant seems to be in opposition to the nationalization of 
business which is constantly increasing and which has been so 
ably described by Mr. Peloubet. (See The Journal of Ac­
countancy, October, 1931.) Consider, for example, the 
metropolitan area of New York. It would hardly seem in ac­
cordance with present realities if a law could impose a barrier 
between those parts of New Jersey, New York and Connecticut 
which lie in that area. There is reasonable ground for contending 
that no purpose can be found for legislation which discriminates 
between the resident and non-resident accountant, other than 
the purpose of protecting the local field for the local accountant, 
and if this could be demonstrated the statute could hardly be 
sustained under the police power. While involving a discrimina­
tion within the state, the decision in Sayre Borough v. Phillips, 
148 Pa. 482 (1892), is interesting in that regard. An ordinance of 
the borough prohibiting non-residents from peddling was declared 
invalid, the court saying:
“That the resident dealer and peddler may enjoy a larger trade, 
the non-resident peddler is shut out. If the borough authorities 
may lawfully regulate the business of peddling for the benefit of 
residents, we see no reason why they may not lay their hands in 
like manner on every department of trade and of professional 
labor, and protect the village lawyer and doctor as well as the 
village grocer and peddler. . . .
“The present question is whether, under the pretense of police 
control, trade may be regulated in the interest of resident dealers 
by making the same business a lawful one to all who live on one 
side of a municipal line, and an unlawful one to all who live on 
the other side. We are very clear in our convictions that this 
can not be done, ...”
The difficulty of reconciling the decisions of the federal courts 
will appear from the statement of a few of them. Statutes have 
been held constitutional in the following cases:—Where resident 
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property owners were given the right to stop improvements and 
assessments by filing protest, with no similar right to non-resident 
property owners. Where personal service was required on resi­
dent owners of land, and service by publication only on non­
residents. Where resident and non-resident decedents were 
taxed at different rates. Where the statute of limitations was 
longer in the case of a resident. Where residents were given 
greater dower rights than non-residents. Where the use of a 
state highway by non-resident automobilists was declared equiv­
alent to the appointment of the registrar of motor vehicles as agent 
for service of process. Where a court was authorized to dismiss 
in its discretion a suit brought by a non-resident against a foreign 
corporation but was not authorized so to dismiss a suit brought 
by a resident against a foreign corporation. Where a non-resident 
was required to give bond for costs not required of a resident.
On the other hand, the following statutes have been declared 
unconstitutional:—Where a lower scale of licence fees was provided 
for resident traders than for non-residents. Where residents were 
given priority in distribution of assets of foreign corporations. 
Where a higher privilege tax was imposed on companies having 
their chief office outside the state. Where it was provided that 
no one might be licensed as a peddler who had not resided in the 
state for one year. Where residents only were permitted to be 
appointed trustees by deed. Where non-residents were denied 
the right to obtain licences as stationary engineers. Where a 
higher licence tax was imposed on non-resident bakeries than on 
resident bakeries.
The case which probably would be most strongly relied upon in 
any argument in favor of the constitutionality of an accountancy 
law discriminating against non-residents is La Tourette v. Mc­
Master, 248 U. S. 465, decided in 1919, where a law limiting to 
residents of South Carolina the right to engage in the insurance 
brokerage business was held constitutional in a proceeding brought 
by a non-resident who contended that the law as applied to him 
was unconstitutional, the court saying:
“' It is important for the protection of the interests of the people 
of the state that the business should be in the hands of competent 
and trustworthy persons.’ And we may say that this result can 
be more confidently and completely secured through resident 
brokers, they being immediately under the inspection of the 
commissioner of insurance.”
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The close analogy between this case and a case limiting to resi­
dents the right to practise public accountancy will readily be 
observed. On the other hand, in Hess v. Pawloski, 274 U. S. 352, 
as recently as 1927 there appeared the following statement by Mr. 
Justice Butler:
“But a state may not withhold from non-resident individuals 
the right of doing business therein.”
My own feeling is that if there came to the United States 
supreme court a case involving a discrimination by state law against 
non-resident accountants, the court’s decision would depend upon 
the showing in regard to the present practice of accountancy and 
the reasonableness of the particular statute as to that particular 
profession. There is always a presumption that a law is consti­
tutional, and a strong fact presentation showing the unreasonable­
ness of the statute in question would have to be made in order to 
overcome this presumption. The present attitude of the supreme 
court in that regard is stated in O'Gorman and Young v. Hartford 
Ins. Co., 282 U. S. 251, decided in 1931, and sustaining a state law 
forbidding any insurer licensed in the state to allow a commission 
in excess of a reasonable amount. The court there said:
“The statute here questioned deals with a subject clearly 
within the scope of the police power. We are asked to declare it 
void on the ground that the specific method of regulation pre­
scribed is unreasonable and hence deprives the plaintiff of due 
process of law. As underlying questions of fact may condition 
the constitutionality of legislation of this character, the pre­
sumption of constitutionality must prevail in the absence of some 
factual foundation of record for overthrowing the statute. It 
does not appear upon the face of the statute, or from any facts of 
which the court must take judicial notice, that in New Jersey 
evils did not exist in the business of fire insurance for which this 
statutory provision was an appropriate remedy.”
Thus an accountant wishing to obtain a decision that a statute 
discriminating against non-residents is unconstitutional should 
attempt to show that the restriction of the right to practise ac­
countancy to residents only or discriminating against non-resi­
dents is not a reasonable way to deal with the evils of dishonest, 
careless or incompetent accountancy. A basis for such a showing 
might be found in records of accounting societies, articles on the 
subject by eminent accountants and testimony given in court 
as to the present practices in the accounting profession. Those 
wishing to maintain the constitutionality of such a law and to re­
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inforce the presumption of constitutionality which always exists 
could use the same sort of evidence to the extent that it would be 
helpful to them. I think that the delivery of Mr. Peloubet’s 
address is an important step in the creation of a literature on this 
subject, and I hope that other accountants will be alert to gather 
material and will express and publish their views.
As I have stated, the views expressed in this paper have been 
concerned with the provisions of the federal constitution. In 
any case which may arise the provisions of the constitution of the 
state in question should be studied with great care. The Illinois 
decision which I have discussed turned in part upon the violation 
of provisions of the Illinois constitution prohibiting the granting 
of special privileges.
I hope you will not be too much disappointed by the apparent 
inconclusiveness of this paper. I can not tell you whether or not 
an untested law is constitutional. That is only known when the 
court of last resort has spoken; and many times there are five 
judges on one side and four on the other. How can anyone pre­
dict who will be the infallible five? All that we can do in difficult 
questions of this sort is to indicate trends, to suggest arguments 
that may be made on either side, to collect the decisions which 
seem most analogous, and to make suggestions as to the method 
of showing the courts what are the true facts in regard to the pres­
ent practice of accountancy. I can only hope that this paper will 
constitute some contribution to the solution of the problems.
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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of the 
editor of the Students’ Department.]
Examination in Accounting Theory and Practice—Part II
May 15, 1931, 1:30 P. M. to 6:30 P. M.
The candidate must answer all the following questions:
No. 3 (20 points):
From the items following, prepare a detailed statement of the condition of the 
X Bank and Trust Company as at the close of business on December 31, 1930.
The balance applicable to undivided-profits account must be determined by 
the candidate.
Acceptances anticipated....................................................................... $ 45,000
Acceptances outstanding...................................................................... 425,000
Bank premises........................................................................................ 1,250,000
Bonds—other than U. S. government............................................... 2,750,000
Capital stock.......................................................................................... 3,000,000
Cash on hand......................................................................................... 600,000





Customers’ liability for acceptances executed.................................. 425,000
Demand collateral loans....................................................................... 2,375,000
Discounts................................................................................................ 4,500,000
Dividend payable January 1, 1931.................................................... 30,000
Due from Federal Reserve bank......................................................... 1,000,000
Due from sundry banks....................................................................... 350,000
Due to banks......................................................................................... 585,000
Exchanges for clearing house.............................................................. 200,000
Federal Reserve bank stock (50% of subscription)........................ 100,000
Furniture and fixtures.......................................................................... 100,000
Interest receivable accrued.................................................................. 5,000
Letters of credit—customers’ liability............................................... 50,000
Letters of credit executed for customers........................................... 50,000
Miscellaneous real estate..................................................................... 75,000




Reserve for contingencies..................................................................... 225,000
Reserve for interest, taxes and other expenses................................ 60,000
Savings deposits.................................................................................... 8,750,000
Securities borrowed............................................................................... 250,000
Stock—other than Federal Reserve bank stock.............................. 175,000
Surplus.................................................................................................... 1,500,000
Time collateral loans............................................................................ 3,025,000
Undivided profits (?)............................................................................
Unearned discount................................................................................ 40,000
United States government bonds....................................................... 1,250,000
United States government bonds pledged........................................ 250,000
United States Postal Savings deposits.............................................. 115,000
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No. 4 (10 points):
A block of real estate, owned by one of your clients, is assessed for local 
taxation at $200,000. The rate of taxation is $30 per thousand and the net 
income for the year 1930, after deduction for local taxes but before provision 
for federal income tax, is $10,000, or 5 per cent. of the assessed value.
Upon appeal, the assessors agree to reduce the assessment in order that the 
net income for 1930 (before provision for federal income tax), shall be 7 per 
cent. of the reduced assessed value.
Accordingly, you are requested, on behalf of your client, to compute the 
amount of such reduced assessed value as shall leave a return of 7 per cent. 
thereon.
Note.—This problem can readily be solved without recourse to algebraical methods.
Solution:
Amount Rate
The problem states that the local tax rate is $30 per 
thousand of assessed valuation ($200,000) or........................ $ 6,000 3%
and that the profits, after local taxes, but before provision 
for federal income tax are.......................................................... 10,000 5%
or, total profits before local taxes of........................................ $ 16,000
which is......................................................................................... 8%
of the assessed valuation of $200,000.
The assessors agreed to reduce the assessed value for 1930, 
to an amount which would result in a net income of...........  7 %
of the new assessed value. The assessment for local taxes
would bear the same rate ($30 per thousand)........................ 3%
or a total of net income and local taxes of............................. 10%
of the new assessed value.
As the amount of such income before local taxes was shown 
to be............................................................................................... $ 16,000
or 10% of the new assessed value, such value must be 
$16,000÷10% or......................................................................... $160,000
Proof 
New assessed value..................................................................... $160,000
Local taxes, 3% of $160,000...................................................... $ 4,800
Income after local taxes, 7% of $160,000............................... 11,200
Total profits, before local taxes................................................ $ 16,000
Examination in Auditing
May 14, 1931, 9:00 A. M. to 12:30 P. M.
Answer all of the following questions:
No. 1 (10 points):
Name and describe the principal groups in which the financial transactions 
of a municipality should be summarized in its annual statement.
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Solution:
The names and descriptions of the principal groups in which the financial 
transactions of a municipality should be summarized in its annual statement 
follow:
1. General accounts, or General fund: This group includes those accounts 
having to do with the ordinary operations of the municipality, such as 
the raising of revenue from such sources as certain taxes, licences, fines, 
fees, etc., and the expending of these revenues in the carrying on of 
its activities.
2. Capital fund: This group includes the accounts arising from financing by 
long term loans, such as fixed property, construction, other capital 
expenditures, bonds, specific tax levies, etc.
3. Special assessment fund: This group includes the accounts arising from 
financing by means of special assessments, such as construction of side­
walks, sewers, paving, special assessment bonds, loans from sinking 
fund, etc.
4. Sinking fund: This group includes those accounts having to do with the 
collection and deposit of cash for the purpose of retirement of non­
serial bonds.
5. Trust funds: This group includes those accounts having to do with the 
trust relationships of the municipality.
No. 2 (10 points):
In listing the balances from creditors’ ledger (assumed to be in agreement 
with controlling account) you find several debit balances. State
(a) three causes which may account for these balances;
(b) how you would treat cases arising from each cause.
Solution:
Three causes which may account for debit balances in the creditors’ ledger are: 
1. Payment of an invoice which had not been recorded.
2. Debit memorandum for merchandise returned and/or for an allowance 
posted after payment of the gross amount of the invoice had been made.
3. Advance made to a supplier.
These cases should be treated as follows:
1. The voucher for which payment had been made should be examined to 
ascertain whether the cash payment had been posted to the correct 
account. If found to be correct, the reason for not posting the invoice 
to the credit of the account should be determined. If the merchandise 
had been received and inventoried, an adjustment should be made to 
take up the liability by a debit to inventory account. If the merchan­
dise had been received subsequent to the balance-sheet date, the over­
payment should be shown in the balance-sheet as miscellaneous 
accounts receivable.
2. If upon investigation it is found that the debit memorandum had been 
posted to the correct account, the overpayment should be shown as a 
miscellaneous accounts receivable.
3. The reason for the advance to the supplier should be determined. If 
against merchandise purchased, the amount should be transferred to an 
account called “advances on purchase commitments.” If the 
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advance represents a loan to the supplier for purposes of aiding him to 
finance his operations, the amount should be shown as a loan. If the 
payment is made against goods received on consignment the accountant 
should adjust the accounts by transferring the amount to the con­
signment account, and checking the inventory to ascertain whether 
these goods were included therein.
No. 3 (10 points):
(a) When a company carries its own fire insurance should a reserve therefor 
be provided by a periodic charge to insurance expense, or by an allocation of 
surplus?
(b) Assuming such a reserve to be ample in amount, in what circumstances 
would you question its protection?
Solution:
(a) As fire losses are extraneous and not operating charges, any reserve for 
possible future fire losses should be set up as appropriations of surplus, and not 
as charges against profit and loss.
(b) Even though the reserve is ample in amount, the company should not 
assume the insurance risk unless it is financially strong, and has set aside an 
ample amount of cash or marketable securities to enable it to replace any 
destroyed property without endangering its position.
No. 4 (10 points):
Define each of the following and explain how it arises:
(a) Earned surplus;
(b) Capital surplus;
(c) Surplus through appreciation.
Solution:
The following is quoted from Accounting Terminology, a preliminary report 
of a special committee on terminology of The American Institute of Account­
ants:
(a) “Surplus, Earned:
“ Definition of Earned Surplus
“ Earned surplus is the balance of the net profits, net income, and gains 
of a corporation after deducting losses and after deducting distribu­
tions to stockholders and transfers to capital-stock accounts.
“ Collateral definitions
“ Surplus consists of capital surplus and earned surplus. Capital surplus 
comprises paid-in surplus and revaluation surplus, that is, all sur­
plus other than earned surplus. Paid-in surplus is the amount 
received from the sale or exchange of capital stock in excess of its par 
or stated value; the excess of the par or stated value of capital stock 
retired over the amount paid therefor; profits on resales of treasury 
stock; and surplus arising from a recapitalization. Paid-in (or 
donated) surplus also includes donations to a corporation by its 
stockholders or others of cash, property and capital stock. Re­
valuation surplus is the appreciation recognized as arising from an 
appraisal of fixed assets.
“ Net profits, net income, and gains include profits from the disposition 
of any corporate asset (other than the corporation’s own capital 
stock), and arise from transactions resulting in the acquisition of 
cash or of property which at the time of its receipt may ordinarily be 
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classified as, or converted into, a current asset; or from transactions 
in which the consideration received includes the complete or partial 
discharge of a liability.
(b) “Surplus, Capital: Capital surplus comprises paid-in surplus, donated 
surplus and revaluation surplus—that is, surplus other than earned 
surplus; surplus not arising from profits of operation, but from such 
sources as sale of capital stock at premium, profit on dealings in a 
corporation’s own stock, donated stock, appraisal valuations and 
surplus shown by the accounts at organization.
(c) “Surplus through appreciation—“Surplus, Appraisal: The assets of an 
enterprise, especially the fixed assets, may be carried on the books 
at values far above or far below actual present values. Because of 
the general fall in the value of monetary units in recent years, assets 
purchased many years ago are often carried at values incommen­
surate with present prices. To rectify this condition it is common 
to have values fixed by appraisal. If the values so fixed exceed the 
book values and are substituted for them an apparent surplus is 
created. This is the appraisal surplus.”
No. 5 (10 points):
You are called upon to audit the books of a corporation, the assistant 
controller of which is in complete charge of all cash transactions and of the 
bookkeeping records. He has been known to you for years as a man of high 
standing and unblemished reputation, and it is through his good offices that 
the audit has been assigned to you.
Your first step is to request authority for the immediate examination of the 
cash and accounts of the individual cashiers. The assistant controller states 
that these accounts are regularly examined by himself or one of his assistants, 
that no need exists for you to examine them, and that you have his personal 
assurance that all such accounts and funds were correct at the beginning and 
the end of the period under review.
What would you do in such circumstances?
Solution:
Using all of the tact at his command, the accountant should explain to the 
assistant controller that an essential part of the engagement of auditing the 
books of the corporation is the audit of the cash and the cash accounts; that 
if these were not verified by the accountant, it would be necessary to qualify 
the certificate and/or state that fact in the report, that the accountant expects 
to find the accounts and funds to be correct; and that it would be to the ad­
vantage of the assistant controller to have an independent report confirming 
the correctness of the funds and the accounts under his control.
No. 6 (10 points):
A partner in a stock-brokerage firm, not active in the management, suspects 
his firm of conducting a “bucket-shop.” He makes an examination of the 
customers' accounts and finds them all, both long and short, amply margined. 
The market has been rising steadily for nearly a year.
He obtains a balance-sheet from the firm’s books and submits it to you for 
your advice. The balance-sheet shows the following pertinent items:
Cash................................................................................ $ 400,000
Due from customers, long............................................ 2,500,000
Due from brokers for stock borrowed....................... 25,000
Securities on hand......................................................... 75,000
Firm trading accounts, long........................................ 450,000
Due to customers, short.............................................. 375,000
Due to brokers for stock loaned................................. 150,000
Firm trading accounts, short....................................... 2,850,000
Capital, surplus, and profit and loss.......................... 75,000




If the balance-sheet which the partner obtained from the books of the stock­




Due from customers, long............................. 2,500,000
Due from brokers for stock borrowed.........  25,000
Securities on hand........................................... 75,000
Firm trading accounts, long.......................... 450,000
Due to customers, short................................ $ 375,000
Due to brokers for stock loaned................... 150,000
Firm trading accounts, short........................ 2,850,000
Capital, surplus and profit and loss............. 75,000
Totals............................................................ $3,450,000 $3,450,000
From the above it is apparent that the charges and credits to the customers’ 
accounts were offset by credits and charges to the firm trading accounts. The 
fact that no securities are shown as pledged as collateral to banks for bank 
loans would indicate that the firm did not purchase securities for its customers, 
but went “short” such stocks as were ordered through its office. The book 
entries, no doubt, were charges to the account “due from customers, long” 
and credits to “firm trading accounts, short.”
If the firm were required to cover its short sales and to purchase securities 
for delivery to its customers within the immediate future, it would appear 
from the size of the short account $2,850,000 that the partners’ equity would be 
wiped out; especially so, since the market has been rising steadily for nearly a 
year, and covering transactions would have to be made at a higher price than 
contracted for by the customers.
The partner should be informed that it is the belief of the accountant that 
the brokerage house is conducting a “bucket-shop,” that an immediate 
surprise check of the firm’s position should be made, and if the accountant’s 
judgment is confirmed, the partner should withdraw immediately, and make 
a complaint to the stock exchange authorities and the state’s attorney.
No. 7 (10 points):
In auditing the accounts of a small manufacturing company you find that 
the sales manager (who is not a stockholder) has a contract with the company 
which provides that he is to receive, in addition to a stipulated salary, a com­
mission on all the company’s sales in excess of $400,000 for the year. The 
books show net sales of $850,000. You also note that the sales manager acts 
as office manager, supervising the accounts and the granting of credits.
Under these conditions, what matters would receive your special attention 
during the audit?
Solution:
Under the conditions stated in the question, the accountant should give 
special attention to the matters of sales, receivables, and bad debts, to ascertain 
whether the amount of net sales is correct, and to determine the amount of 
the commission liability to the sales manager.
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A careful study of the contract should be made by the accountant in order 
that he may be fully conversant with its terms. Comparative tests of sales, 
cost of sales, gross profit and inventories with previous years may bring out 
important data. If a cost system is in operation, it should be tested for 
dependability, and its book inventories should be compared with the physical 
inventories of the opening and closing dates.
Sales at the beginning and at the end of the year should be verified against 
the shipping records to learn whether goods invoiced had actually been shipped 
during the current year. Receiving department records should be checked 
against the returned sales records to see whether the merchandise returned had 
been credited to the customers’ accounts and charged against sales. Allow­
ances for trade discounts, freight-out, price reductions, etc. should be analyzed 
and charged against sales. In auditing the sales account, particular attention 
should be directed to the credits posted to the account in order to eliminate 
offsetting credits for sales of assets other than merchandise, fictitious charges 
to expense, etc.
In auditing the receivables, especial attention should be directed to unpaid 
charges “skipped” by subsequent receipts, and charges only partially paid by 
recorded remittances, as these may represent invoices in dispute for over­
pricing, trade or quantity discounts, allowances, non-delivery, etc. Long past 
due accounts, and those written off to bad debts should be checked against the 
shipping and order records to determine that the sales were bona fide. The 
accountant might well point out to the officers of the corporation the ad­
vantages to be obtained in circularizing the receivables.
No. 8 (10 points):
State the scope of
(a) a detailed audit;
(b) an audit of the type commonly requested for credit purposes.
Solution:
(a) There is a wide divergence of opinion as to the scope of a detailed audit; 
some accountants hold that all of the transactions must be verified; others, 
that review and tests are sufficient. The following are quoted from a 
preliminary report of a special committee on terminology of the American 
Institute of Accountants:
“Audit, Complete: One in which the examination extends to a verifica­
tion of the details of all the books of account including subsidiary records 
and all supporting vouchers, as to mathematical accuracy, complete 
accountability and correctness of accounting principle. In modern 
practice such an examination is seldom made.”
“Audit, Detailed: This is similar to a complete audit, but usually a series 
of tests is substituted for a complete audit of every entry.
“An audit may be detailed and yet limited in scope, e. g., a cash audit.
“ The form of report will depend on the scope of the work, but, as far as the 
work goes, it will follow the corresponding portion of a report of a 
complete audit.”
(b) For credit purposes, it is suggested that the scope of the work should 
be that outlined under “Audit, detailed.”
No. 9 (10 points):
You have been engaged by a prospective purchaser to prepare a certified 




The minute-book shows that the following officers’ salaries were authorized 
for each of the years 1927, 1928 and 1929:
William Jones, president................................................. $25,000
John Smith, vice-president.............................................. 25,000
Henry Brown, secretary-treasurer................................. 25,000
An inspection of the salary cheques shows that Jones and Smith received 
$25,000 each year, respectively. The salary cheques of Brown show that he 
received $416.67 each month, and that at the end of each year he received two 
cheques of $10,000 each which he endorsed to Jones and Smith respectively. 
Questioned, Brown readily admits that his actual salary was only $5,000 a year 
although he had reported it as $25,000 in his individual returns, but that Jones 
and Smith had reimbursed him for the income tax he had paid on income 
over $5,000.
You call the three officers together and at the conference learn that the pro­
cedure outlined above had been adopted in all good faith, on the advice of a 
public accountant, as a legitimate means of reducing the income taxes of the 
corporation; that by reimbursing Brown for his income tax Jones and Smith 
have, indirectly at least, paid what was due the government on the additional 
amounts they received through Brown; and that anyway the returns of the 
corporation and of the three individuals, who incidentally own all the stock, 
have been investigated by an internal-revenue agent and agreements of final 
determination have been executed under section 606 of the revenue act of 1928 
for the three years 1927-29, although it is admitted that the agent did not 
discover the facts about Brown’s salary.
On being informed of the serious position in which they stand, the officers ask 
your advice with respect to past returns of the corporation and of the 
individuals.
(a) Does the above situation affect the balance-sheet you are preparing? 
If so, how will you show it?
(b) What advice would you give the officers?
Solution:
(a) Under regulations 74, article 126, of the act of 1928, the corporation is 
permitted to deduct “a reasonable allowance for salaries or other compensation 
for personal services actually rendered. The test of deductibility in the case 
of compensation payments is whether they are reasonable and are in fact pay­
ments purely for services.” The question of what is reasonable compensation 
depends upon the facts in each case. The voting of the salaries by the board 
of directors is not conclusive.
In the case in point, it appears that the commissioner of internal revenue, 
if the facts were fully known, would disallow as a deduction the payment of 
$20,000 made to Brown as ‘‘compensation for personal services actually ren­
dered,” for the years 1927, 1928 and 1929. Even though an agreement of 
final determination had been executed, the commissioner may reopen the case 
upon the basis of the misrepresentation of fact. Hence, the corporation is 
liable for additional possible assessments, as follows:
Deduction
Year disallowable Rate Tax
1927................................................. $20,000.00 13½% $2,700.00
1928................................................. 20,000.00 12 2,400.00
1929................................................. 20,000.00 11 2,200.00
Totals..................................... $60,000.00 $7,300.00
In addition to the above, interest of approximately $800 has accrued at 
December 31, 1930.
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A reserve for additional income taxes and interest of $8,100 should be shown 
in the balance-sheet, just above the net worth section.
(b) The accountant should advise the officers to authorize him to represent 
them and the corporation in the matter. With this authority, the accountant 
should fully explain the facts to the internal revenue agent, or the collector of 
internal revenue, and should file amended returns for the years involved for 
the corporation and the individuals. The department may permit the receipt 
of the $10,000 per year by Jones and Smith to be reported as dividends, subject 
only to surtax, and may not assess any penalties against the corporation or 
the individuals.
No. 10 (10 points):
State briefly the method of verifying the income from bonds and stocks in 
an investment-trust company.
Solution:
In the audit of the securities, the accountant should prepare an analysis of 
the security ledger, showing the dates of purchase and sale, description, num­
ber of shares of stock or par value of bonds, dividend and interest date, etc., 
of the various investments owned during the period.
The dividend and interest record should be checked against the official list of 
dividends declared and interest paid, and against the analysis of the securities 
account to determine that all dividends and interest due the company for the 
period of ownership of the securities have been accounted for. The receipts 
of this income should also be traced through the cash receipts record to the 
bank statement to learn if the cash had actually been deposited to the credit 
of the company.
Another Solution of Institute Question
Referring to question No. 5 of the American Institute of Accountants’ 
examination for May, 1930, I note a solution offered in the Student's Depart­
ment of your October issue. It does not seem to me that this solution is 




Accounting Theory and Practice—Part II
May 16, 1930, 1 P. M. to 6 P. M.
No. 5 (17 points):
Your examination of the accounts of the Smithtown Home for Children 
discloses the following:
The home was founded on January 1, 1930, by two men who contributed as 
follows: mortgages, $100,000; bonds valued at $200,000; land valued at $75,000; 
buildings and equipment valued at $120,000 and cash $20,000 for general 
purposes.
According to the trustees’ minutes, the following funds were established: 
Smith endowment fund, $150,000, and Taylor endowment fund, $150,000, 
representing investments in mortgages and bonds, the income therefrom to be 
used for general purposes; property and equipment fund, representing the 
property and equipment of the institution, and general fund, representing the 
general funds of the institution.
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The following transactions were recorded in the cashbook during the three 
months ended March 31, 1930:
Receipts: 
Original contribution for general purposes............. $20,000
Mortgage principal......................................................... 10,000
Donation for improvements to buildings.................... 15,000
Donation for painting and repairs to buildings.........  5,000
Bond interest................................................................... 2,500
Mortgage interest........................................................... 2,500
Board and maintenance of children............................. 5,000
---------- $60,000
Payments: 
Ice plant....................................................................... $ 5,000
Petty cash fund............................................................... 100
Board and maintenance of children............................. 17,900
General and administrative expenses.......................... 2,000 25,000
Balance—March 31, 1931.......................................... $35,000
At March 31, 1930, bond interest due and uncollected amounted to $500; 
uncollected charges for board and maintenance of children $6,000; unpaid bills 
for general expenses $500 and for board and maintenance of children $500.
In accordance with the above information, prepare a balance-sheet as at 
March 31, 1930, and a statement of income collectable and expenditures for 
the three months ended that date.
Solution:
(1) Statement of income and expense 










Surplus for period $20,600
















Investments......... 290,000 $300,000 Principal..........  $300,000
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Plant fund
Cash................ ... $10,000 Surplus:









Editor, The Journal of Accountancy:
Sir: The article in the August Journal by Mr. Musselman regarding 
finance company systems is one of the most interesting which has ever appeared 
in The Journal. It is undoubtedly the result of considerable work on his part, 
and I feel that he is entitled to an expression of the appreciation which the 
article inspires.
Although finance companies have much variety in the methods of keeping 
their accounts, I believe that the net result obtained by those with efficient 
accounting systems will be much the same as those which Mr. Musselman has 
outlined. The major divergence will be in the matter of distribution of un­
earned finance charges, and on that point I believe a very interesting discussion 
could be developed among accountants who are interested in this problem.
After elimination of insurance, dealers’ equities and similar items, 
Mr. Musselman has distributed the net charge on one basis. This seems to be 
the common practice, although the basis of this distribution varies considerably. 
It is with this practice that I wish to take issue. The net charge as described 
by Mr. Musselman in actuality covers three items, namely, interest, operating 
expenses and profits. It is my contention that proper distribution of the first 
two items is so different that the calculation of the distribution should be 
computed separately. The interest expense of carrying a piece of discount 
paper varies directly with the uncollected balance of the investment in the 
paper. It is accordingly heavy in the early months and decreases regularly 
until it becomes quite light in the final months of the life of the contract. This 
is not true of the portion of the net charge which is designed to cover operating 
expenses. The expense of making the collection each month during the life 
of the contract is approximately the same whether it be one of the early instal­
ments or one of the later ones. This portion of the charge should, therefore, be 
distributed pro rata over the months in which collection is to be made.
Another minor element is the allocation to the current month of a certain 
portion of the charge to cover the expense of purchasing the contract and plac­
ing it on the books. Provision still remains to be made for the allocation of the 
profits item of the service charge. If a concern with an established history sets 
aside provisions for interest costs and for operating expenses which are in line 
with the established history, it could probably justify the immediate transfer 
to operating profits of the excess service charge. In our case we have preferred 
to be somewhat more conservative, and have pro-rated the excess charge on the 
same basis as the provision for operating expense.
This procedure is not at all complicated, even though the above outline may 
seem to indicate otherwise. Some of the contracts purchased bear interest at 
six per cent. in addition to a minor service charge. Others are not interest­
bearing, but contain a major charge. A separate register of maturities is main­
tained for each of these two classifications. The interest-bearing obligations 
will automatically take care of the interest cost of carrying them from month 
to month. The accumulated totals of the maturity register of non-interest­
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bearing contracts will show the amount which will be outstanding in each 
month throughout the life of these contracts, and it is a very easy matter to 
calculate the interest cost of the funds necessary to carry these contracts. 
Minor discrepancies occasioned by prepayment of some contracts and by 
failure to pay others promptly at maturity will offset each other to so close a 
degree that no adjustments need be made.
Having calculated and deducted from the net service charge the provision 
for interest cost of carrying the contracts, and having spread it by months, we 
next allocate to the current month provision for cost of purchasing and setting 
up the contracts at the rate of $1.00 per contract. This is an arbitrary figure, 
but is our best estimate of the cost of the work involved.
After deducting from net service charge the provision for interest cost and 
the estimated cost of acquiring, the remainder of the net service charge is 
divided by the total number of items to be collected as set out by the maturity 
register. This gives the amount per item to be collected of the net service 
charge which is available for operating expenses and net profits. Since the 
collection of each item involves approximately the same amount of work 
whether it be a large or a small payment, and since the interest differential 
between large and small payments has been cleared above, we regard this as a 
fair distribution.
This provision per item is then multiplied by the number of items maturing 
in each month throughout the life of the contracts purchased during that 
month, and provision for operating expenses and distribution of residue profits 
is allocated to definite months in the future in that manner. The amount 
allocated to each future month is then joined with the amount provided for 
interest cost in each future month, and we have a spread of net service charges 
by months over the life of the contracts, which is merged into a columnar set-up 
as described by Mr. Musselman in his article.
The distribution on the basis of average maturities as outlined by Mr. 
Musselman is in line with our procedure in the matter of interest cost, but his 
method distributes the entire net service charge on a graduated basis, with the 
largest amounts in the first months and a gradually decreasing figure, whereas 
there is no decrease in operating expense per month until the last instalment 
of the contract has been collected.
We have operated on the above method for the past five years. Prior to 
that time I was connected with another finance organization, which used the 
method outlined by Mr. Musselman. Under that method the monthly profits 
fluctuated rather sharply with the volume of paper purchased, and the credit 
balance in the unearned service charges also fluctuated with regard to the dollar 
value of paper outstanding rather than with regard to the amount of work re­
maining to be done in the collection of the remaining instalments on that paper.
Our method has proved superior in both respects. Our deferred-income 
account fluctuates more on the basis of percentage against volume outstanding, 
but is more stable on the basis of per-item-provision for costs against number 
of items still remaining to be collected.
From the viewpoint of the monthly operating statement, we also present a 
more stable picture. The operating expense from month to month is com­
paratively uniform. Under this provision the transfer from deferred income 
to actual income is more uniform, with the result that the net profit differential
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remains more constant and permits more intelligent comparisons of month-to- 
month operations.
I do not know whether you can make any use of this or not, but if it is in 
order to forward it to Mr. Musselman for his comments, I would be interested 
in receiving them.
Yours truly,
Detroit, Michigan. G. V. Egan.
Editor, The Journal of Accountancy:
Sir: I have read Mr. Egan’s letter with great interest, and I should say 
that he has offered us a post-graduate course, while my offering was for the 
kindergarten. If I were engaged exclusively to handle the accounts of one 
company, or if I should obtain one of those rare engagements where time and 
money are no object, I would probably wish to elaborate my system in much 
the same direction as Mr. Egan has carried his. But I was more concerned in 
devising something that would be reasonably accurate, could be operated by a 
bookkeeper of average ability in a small company, and particularly something 
that could be kept under control with only intermittent supervision. Only 
an itinerant accountant can experience the thrill of gazing upon the work of a 
bookkeeper whose fancy is free to wander where it will, untrammeled by 
consideration of the higher accountancy.
By way of illustration, there was a case where, as a result of certain man­
handling, the reserve acquired a debit balance, whereupon the system was 
plunged into reverse, and monthly charges to profit were the result.
Of course, outside of another finance company, there is no place where a 
bookkeeper would be likely to gain any of the special information needed for 
his work, and usually the executives are even less competent and, often, less 
interested. Therefore, as I say, an elementary course of instruction is needed 
if the accountant’s work is to have lasting results.
Mr. Egan analyzes the finance charge into its various elements. These he 
properly applies on three appropriate bases. Admitting the superiority of 
this method, the question is whether the defects of the flat distribution out­
weigh the advantages for the small company under absentee accounting 
control. Mr. Egan thinks the latter method “distributes the entire net service 
charge on a graduated basis . . . gradually decreasing,” but I think that here 
he has misapprehended the effect of the distribution. My distribution is flat 
for each period. It includes both interest and profits, representing reimburse­
ment from purchasing and preliminary expense, as well as collecting and 
operating expense. As interest is the largest item, and as the others should, 
technically, be either taken up as profit immediately or distributed in equal 
amounts over the life of the “deal,” the fault is on the conservative side, as the 
taking up of that part of the profit representing factors other than interest is 
deferred too long. However, it is arithmetically interesting to know that the 
profits actually taken up in each period will be substantially the same for a 
steady volume of business, whether distributed on a flat or graduated basis. 
The following diagrams illustrate the point. The horizontal columns repre­
sent the distribution of periodic deferred income, and the vertical columns 
represent the current and future maturity periods. The deferred income is 
fifteen units per period and is distributed over five periods by each plan,
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graduated and flat, and the resulting profit to be taken up for the current period 
is the same in both cases. This, I think, shows that what difference there is 
in the resulting periodic profit of the two plans is only in proportion to the 







15 Profit for current period, 15
equal
Mr. Egan also believes that the flat distribution fluctuates “rather sharply 
with the volume of paper purchased.” Here again I think he is mistaken, and 
that the variations in periodical profits are stabilized rather than accentuated. 







20 Profit for period 18
The fluctuation is thus less under the flat distribution.
Therefore, I feel that if I can not get the complete analysis that Mr. Egan 
enjoys, I have at least a reasonable and self-correcting approach to technical 
accuracy, the deviations from which lie on the conservative side. And by 
obliging the bookkeeper to keep his “distribution book” balance in agreement 
with the ledger account, I feel that I have the works under control, even though 
I can not maintain daily supervision over them.
So much for the defense. As to Mr. Egan’s own system, I have already said 
that it is undoubtedly based on correct theories, even to the extent of estimating 
the costs of purchasing. I think the idea of charging a provision for interest 
on the basis of outstanding paper is unusual. I assume that this leads to an 
over or under absorbed balance representing the difference between standard 
and actual charges. I have always accrued the interest expense on the basis 
of notes payable or re-discounted and shown the two items of interest-and- 
finance-charges-earned and interest-expense-(accrued) separately on the 
statement, after which the ratio of interest expense may be applied ad lib.
As for notes bearing interest, I favor adding the interest to the face of the 
note upon entering it, which immediately permits grouping them with “non­
interest’’-bearing notes—the added interest being credited to reserve, the same 
as the finance charge. This eliminates a separate column or ledger account, 






PRINCIPLES OF ORGANIZATION AS APPLIED TO BUSINESS, by
Henry P. Dutton. McGraw-Hill Book Co., New York, 1931. 315 pages.
What is “engineering”? Mr. Dutton says he approaches the problems of 
business organization from the engineering standpoint, but the attribution to 
“engineering” of all that is orderly and efficient is wearying. Mr. Dutton 
speaks of engineering as though it were the origin of all planning and as though 
before it rescued us all was inefficiency and chaos. There was method and 
efficiency before engineering, as usually understood, had a name.
Mr. Dutton’s book really is systematic; it does present in an orderly manner 
the subject of business organization and, incidentally, other matters, such as 
the political organization of the United States, the underlying motives from 
which spring altruistic motives, and the electron theory as it is related to 
Mendelejeff’s series.
One who wishes to become acquainted with what already has been done to 
develop business organization can find the information he seeks, at least in its 
theoretical aspects, fully and clearly set forth in this book. It is well written, 
except that the author, in the earlier chapters, has an annoying habit of 
alluding in his sentences to things as though they had already been mentioned, 
although no mention of them has been made. In some but not all cases the 
use of the indefinite instead of the definite article would have avoided the 
defect. The latter part of the book is free of this fault.
Little exception can be taken to the statements of fact; but occasional 
carelessness has led to technical misstatements, as on page 69, where it is 
written without qualification that “the running of the mile in 4.21 is at present 
writing the standard by which all competitive performance is measured.” 
Immediately following is an account of the competitive performance of riveters 
in ship yards during the world war. There is nothing in the context to indi­
cate that a standard only for running competitions was meant. The intent 
of course is fairly evident.
The book can be recommended to students who wish to prepare themselves 
for entry into the executive departments of business enterprises; it is not a 
work particularly suitable to the needs of the public accountant.
F. W. Thornton.
MATHEMATICS OF ACCOUNTING AND FINANCE, PART I, by 
Charles H. Langer and Thomas Buell Gill. Walton School of Com­
merce, Chicago, 1930. 618 pp. including problems and index.
When The Journal of Accountancy sent me this volume for review my 
first thought was that the readers of The Journal would not be interested as 
this book covered only arithmetic and very elementary algebra. Then I noted 
a statement in the preface that the two volumes were designed as a text for 
colleges and wondered if my suspicions were confirmed that arithmetic was no 
longer taught in our grade and high schools. So I rather listlessly turned 
over the six hundred pages, while the temperature was registering over the 
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century mark, wondering also how anyone could expend the energy and have 
the ingenuity to stretch out any such simple subjects over any such space.
Then something caught my eye, then something else, then I began at the 
beginning and read it all. It is a monumental work, too deep for use in a 
grade school and probably too deep in places for the ordinary high-school pupil, 
but a wonderful fount of knowledge for a real student of mathematics. A few 
days ago someone handed me a copy of the September American Magazine 
which contained an article by Sam Lloyd on mathematical puzzles. He states: 
“Arithmetic is the simplest and the most advanced branch of mathematics. 
Based on pure reasoning, it is replete with subtleties that delight the mind 
and stimulate the imagination.” This quotation describes the book in a 
nutshell and might well be printed on the title page of a future edition.
Of course in a book of this size there is bound to be some repetition. Defini­
tions in the arithmetic section under “whole numbers” are repeated almost 
verbatim under “fractions” and under “algebra,” but this is a virtue rather 
than a fault. Details are given to the nth degree. In one extreme case, for 
example, three lines are taken to show that of 5 equals of 5.000. It 
reminds me of one of the Sherlock Holmes stories, where the famous detective 
astounded the doctor by asking him to prove that two and two made four. 
By the time I had finished reading his argument I doubted if they did.
The formulae for square and cube roots are said to be given in part II. Part I 
gives only methods of ascertaining these by approximation. Surely square 
root, at least, is so simple that an elaborate method of trial and error is un­
necessary.
Everything being worked out in full detail, the authors fail to mention in a 
few cases the usual shortcuts. For instance, in converting repeating decimals 
to vulgar fractions the process is worked out very clearly by mathematics, but 
the authors should add: “ It will be seen therefore that in all cases the numerator 
is obtained by deducting the non-repeating part from the entire decimal, while 
the denominator consists of a 9 for every repeating figure, followed by a zero for 
each non-repeating figure.” This latter method I learned at school and used 
for forty years or so before I troubled to learn the “why” of it. I am glad to 
find a text book showing the notation of dots over the first and last figures of 
the repetend, a notation apparently little known, even by teachers, in this part 
of the country. Take for example 1/7= .142857. I wonder if the authors can 
tell me why the first three figures, 142, added to the second three, 857, give 999 
and why this is so in the case of many other recurring decimals. Perhaps in 
part II they will show that any vulgar fraction may be expressed as a decimal 
by the expansion of where x is less than one, sometimes a quicker method 
than dividing the numerator by the denominator.
Again, in division of decimals, I have always found that the simplest way to 
ascertain the position of the decimal point was to multiply above and below by 
the power of 10, which would eliminate the decimal point from the denominator. 
And, speaking of decimal points, in the paragraph on contracted multiplication 
the authors leave it to the reader to find the position of the point when the 
multiplier is more than unity.
The authors refer to certain multiplication tables giving the products of 
every two numbers up to 1000 X 1000 or 100 X 10,000. They do not mention
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what is known as the “quarter squares” table from which the product of any 
two numbers whose sum does not exceed 100,000 can be easily obtained. 
However in these days of calculating machines all of these tables are rather out 
of date.
In any discussion of continuous fractions one troublesome number known as 
“pi” makes a good example as it resolves itself into 113, a number easy to re­
member—two l’s, two 3’s, two 5’s. This result is so close that a circle with a 
diameter of 113 miles has a circumference of 355 miles plus two inches—so I am 
told, at least, by a mathematician of some renown.
In paragraph 104 on division by a composite number, an example should be 
given where there is a remainder after each division and an explanation how the 
total remainder is derived.
Many short cuts are given, particularly in multiplication, which might be 
useful if they could be remembered when wanted, but I have a suspicion that 
they are included more for effect than for use and to show the possibilities of 
combinations of numbers. The same criticism applies to the solution of 
perfectly simple equations by “determinants” or by graphs, both of which, to 
use the vernacular, leave me cold.
The above criticisms are petty, but a reviewer is supposed to criticize and I 
have no major criticisms to make. Part I is a wonderful volume and I am 




[The questions and answers which appear in this section of The Journal of 
Accountancy have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in­
formation. The executive committee of the American Institute of Accountants, 
in authorizing the publication of this matter, distinctly disclaims any re­
sponsibility for the views expressed. The answers given by those who reply are 
purely personal opinions. They are not in any sense an expression of the In­
stitute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Editor.]
OPERATION OF MOTION-PICTURE EQUIPMENT
Question: We are handling the audit and tax matters for a motion-picture 
firm which uses a type 2-SX equipment, designed for use with two simple 
powers of motiograph projection for film and disc reproduction with non-syn- 
chronous attachment.
The taxpayers do not acquire title, but, in lieu thereof, have an agreement of 
licence under which they are to operate the equipment for a term of ten years. 
The company installing the equipment requires that a weekly service and 
inspection charge be paid.
Our clients are of the opinion that before the expiration of the ten years, the 
probabilities are that the equipment now in use will have to be replaced, and, if 
that is the case, they will not have had returned to them their original cost.
Will you advise me whether any members of the Institute are handling any 
cases of this nature, and if so, what rates of depreciation or amortization have 
been used?
Answer: The matters which I have handled in the motion-picture business 
have involved depreciation only in a secondary way. In the inquiry, deprecia­
tion and its running mate, obsolescence, are of prime importance. From 
our experience it would seem to be wisest to consider the useful life of the ma­
chines as not over eight years, making a write-off of 12½ per cent. annually 
necessary. In the state of the art, with continual changes probable, it is in 
fact my opinion that the depreciating-balance method should be used, begin­
ning with a credit to the reserve of 25 per cent. in the first year, and continuing 
with a credit of 25 per cent. of the resulting balance each year. This would 
result, unless a hurried calculation misleads me, in the balance at the end of the 
eighth year being 10 per cent. of the asset, and this could be written off equally 
in the ninth and tenth years. I am aware that the income-tax bureau does not 
favor this depreciation method, but it seems to me more than usually necessary 
in this instance, due to the possibilities of re-possession, the necessity for re­




USE OF PHRASE “LESS RESERVE FOR DEPRECIATION"
Question: Which is the proper expression to use: (1) less reserve for depre­
ciation—or (2) less depreciation provision?
Answer No. 1: If our assumption is correct we prefer to use example (1), 
“Less reserve for depreciation.” This terminology has been generally 
accepted by the leading practitioners and accounting offices as a proper and 
appropriate definition of the act of setting aside on the books from earnings or 
surplus, for future use, sums of money to be used for the renewal or replacement 
of worn out or obsolete buildings, machinery, equipment, etc. While the 
application or use of the word “reserve ” we think describes the procedure more 
accurately, we should not say that the description in example (2) would be 
improper.
Answer No. 2: We restrict the use of the word “provision ” to the debit side 
of the entry, and this term would, accordingly, appear in the profit-and-loss 
account with respect to depreciation provided during the period. On the 
other hand, we restrict the use of the word “reserve” to the credit side of the 
entry, and it is in fact the credit side which appears as a deduction from the 
asset on the balance-sheet. We decidedly prefer the use of the phrase “less 
reserve for depreciation” as a deduction from capital assets on the balance- 
sheet, and confidently believe that this is the consensus of opinion among public 
accountants.
BOOK VALUE OF NO-PAR COMMON STOCK
Question: A, a sole proprietor, decides to incorporate his business and, 
upon completion of incorporation, turns over to B, an employee, 200 shares of 
the no-par common stock of the corporation. Subsequently, for services ren­
dered, A gives B 100 additional shares of no-par common stock, making a total 
of 300 shares then owned by B. Within a year thereafter, A decides to dispense 
with B’s service. B then orally offers to sell to A’s company his 300 shares of 
common stock. A is not interested in the purchase for the account of his 
company, stating that his company might be interested after the current 
month’s statement of financial condition has been taken off. Immediately after 
this statement has been completed, B again approaches A and suggests that A 
name a price at which the company will buy the stock. A does name a price 
and B accepts and assigns his stock to the corporation. Two months after the 
consummation of this transaction, B enters suit against A’s company, alleging 
that he had not received a sufficient consideration for his stock and citing the 
agreement which, in accordance with the certificate of incorporation, was 
printed on all certificates of common stock. This agreement reads as follows:
“ In case any stockholder of this corporation, his executor, administrator or 
assignee desires to sell, transfer or otherwise dispose of all or any part of his 
shares of common stock, he shall first notify the secretary of this corporation in 
writing, stating the number of shares he desires to sell, transfer or otherwise 
dispose of, and the name of the person to whom they are to be sold or trans­
ferred, and, for a period of thirty days following the receipt of such notice by the 
secretary, this corporation shall have an option to purchase said shares at 
the book value thereof.
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“No shares of common stock of this corporation shall be sold, nor trans­
ferred upon the books of this corporation, nor shall any purchaser or assignee 
thereof have any right to demand and require transfer of any shares of common 
stock of this corporation, attempted to be sold or transferred to him until after 
notice given in accordance with the preceding paragraph and until after the 
expiration of the said period of thirty days, during which this corporation’s 
option thereon is held.
“ If the said board of directors do not exercise this option within said period 
of thirty days, such stockholder may sell and assign the number of shares men­
tioned in this notice to the person named therein, but to no other person.”
The point involved in this case is the determining of what is the book value of 
the no-par common stock at the date sold to the company. The plaintiff in the 
case, B, claims that book value represents the difference between the appraised 
value of the assets of the corporation, as determined by competent appraisers, 
and the actual liabilities of the corporation at the date of appraisal. He also 
contends that the value of goodwill should be included as an intangible asset 
before computing the book value of common stock, even though no goodwill 
appears on the books.
Personally I would define book value to mean exactly what the name implies, 
viz., the value as reflected in the financial records of the corporation, such 
records having been kept and maintained in accordance with sound accounting 
principles.
There is no question of misrepresentation of the value of the stock. There is 
simply an offer to purchase, an acceptance thereof on the part of the seller and 
the subsequent dissatisfaction of the seller with the price received.
Answer: The agreement embodying this option is printed on the stock 
certificate “in accordance with the certificate of incorporation”; and if the op­
tion is not exercised within thirty days then the transfer shall be made to the 
person designated but to no other.
B, having sold his shares to the company at an agreed price, is dissatisfied 
with the amount received and now contends that the book value is represented 
by “the difference between the appraised value of the assets of the corporation, 
as determined by competent appraisers, and the actual liabilities of the corpora­
tion at the date of appraisal.” He also contends “that the value of goodwill 
should be included as an intangible asset before computing the book value of 
common stock, even though no goodwill appears on the books.”
From the facts submitted it would seem that the stated option is not involved 
in the purchase and sale of the shares in question: apparently it was a direct 
purchase by the company at an agreed price. This phase of the question, 
however, is essentially one for competent legal opinion.
Coming now to “the point involved in the case—the determination of what is 
the book value of the no-par common stock” it is our opinion that the “book 
value ” within the terms of the related agreement is the value as reflected by the 
financial records which, the question states, have been kept and maintained in 
accordance with sound accounting principles. In other words, the accounts 
being accepted as complete and accurate, as is indicated, the stockholders’ total 
equity consists of the aggregate credit to capital stock together with surplus, 
and the value of a share is computed on that basis.
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